Nonbank Subsidiaries Engaged in Underwriting and Dealing
(Inspection Procedures) Section 2185

The following instructions provide guidancemutual funds) in 1989. Prior operational and
for Federal Reserve Bank staff performingmanagerial infrastructure review is required
inspections of nonbank subsidiaries of baniefore exercise of these latter 1989 powers.
holding companies that have been authorized to After gaining extended experience with sec:
underwrite and deal in certain debt and equityjon 20 companies, the Board subsequently, o
securities that cannot be underwritten or dealt ipyctober 30, 1996, eased or eliminated certai
by member banks directly (bank-ineligiblefirewall restrictions, effective January 7, 1997,
securities). Section 20 of the Banking Act ofgs follows:

1933, commonly known as the Glass-Steagall 1 The Board modified the prohibition on

Act, prohibits the affiliation of a member bankdirector, officer, and employee interlocks (the

Yjvétgearlviﬁtri?%agryézgiInsg“?nngsgfr?tigrsm?rlﬁglg;; d’nterlocks restriction) between a section 20 sub
has ruled that member banks can.be affiliate idiary and its bank and thrift affiliates by
a) eliminating a blanket prohibition on

with nonbank securities companies if no mor . .
than 10 percent of the affiliate’s total bank_employeelnterlocks, (b) replacing a blanket pro

eligible and bank-ineligible revenue is derivediPition on director interlocks with one limited
from underwriting and dealing in bank- _to a majority of_ Fhe board of a section 20 s_ub3|d-
ineligible securities. Such bank holding com-ary and an affiliated bank, and (c) replacing the
pany securities subsidiaries have become corRlanket prohibition on officer interlocks with
monly known as section 20 subsidiaries. Thesene limited to the chief executive officer of each
subsidiaries will be referred to as eithefsec- company.
tion 20" or “underwriting” subsidiary in the 2. The Board eliminated the restriction on a
following discussion and procedures. bank or thrift acting as agent for, or engaging ir
In accordance with industry practice, anmarketing activities on behalf of, an affiliated
underwriting subsidiary is generally consideredsection 20 subsidiary (the cross-marketing
to be obligated to make a market or deal in anyestriction).
security for which it serves as a principal under- 3 The Board eased the restriction on the

writer. For many years the Board has considere Lrchase and sale of financial assets between

dsfsggglfo Xgagigg\:g?/ng@h'ggsdrg;?:ﬂféastz-section 20 subsidiary and its affiliated bank ol

underwriting securities will also includgealing thrift (the financial assets restriction). The Boarc

in securities unless the text pertains specificall xpa_nc?ed an exception 1o the financial asse
to underwriting procedures or practices. estriction f(.)r. the pgrchase and sale of govern
Over the past few years, the Board has repedf?€nt securities to include any asset having
edly endorsed legislation designed to modifyfeadily identifiable and publicly available mar-
the Glass-Steagall Act in order to permit comXet quotation that is purchased at that quotatior
mercial banking organizations to compete with On January 9, 1997, the Board further elimi-
investment banks. Recommendations to Comated the firewall that required bank holding
gress have been tempered by recognition afompanies to seek approval before providing
inherent conflicts between commercial andunds, in the form of capital, secured or unse
investment banking, as well as past practices @ured extensions of credit, or transfer of asset:
problems that preceded passage of the Glasg their existing section 20 subsidiaries.

Steagall Act. _ Accordingly, the primary focus of inspections
To prevent the recurrence of undesirable prag: ill be to ensure that—

tices and manage the conflicts associated wit L .
combined commercial and investment banking, 1'. policies anql _prpcedures are in _place a
the Board advocates the adoption of stron ection 20 sul_33|d|ar|es_ an(_j their aﬁhgte_s tc
“firewalls.” These are limitations and operating €NSuré compliance with firewall provisions
conditions intended to insulate, to a significanflesigned to facilitate safe and sound operation:
extent, affiliate banks and the federal safety net 2. revenue limitations are adhered to, thu:
from risks associated with expanded securitiegnsuring that section 20 subsidiaries are nc
powers. Thus, the Board imposed significanengaged principally in underwriting or dealing
firewalls when it approved limited expansion ofin ineligible securities; and

securities powers in 1987, and further buttressed
them in its approval of applications to engage ilBHC Supervision Manual June 1997
underwriting any debt or equity security (except Page 1
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3. examiners monitor the overall financialfacility (such as airports and mass commuting
condition of the section 20 subsidiary for itsfacilities));
impact upon the consolidated organization. 2. mortgage-related securities (obligations
The Board has directed that the appropriatéecured by or representing an interest in one- to
Reserve Banks undertake at leashual inspec- four-family residential real estate), rated as
tions of section 20 subsidiaries. investment quality (that is, in one of the top four
The inspection procedures are designed teategories) by a nationally recognized rating
prevent, to the extent possible, duplicating th@gency; and ]
procedures of a securities self-regulatory organi- 3- commercial paper that is exempt from the

zation (SRO). In addition to requiring registra-régistration and prospectus requirements of the

tion with the Securities and Exchange CommisSEC Pursuant to the Securities Act of 1933 and
\)“pat is short term, of prime quality, and issued in

sion (SEC) as a broker-dealer, securities la >
- L L enominations no smaller than $100,000.
requires an underwriting subsidiary to becomeg A subsequent order (see 1987 FRB 731)

member_ of at least one SRO. ".‘ turn, S.ROS a.rgxpanded the underwriting subsidiary’s ability
responsible for ensuring compliance with variy oiso underwrite—

ous SRO and .SEC rules deagngd to ensure 4 - consumer receivablerelated securities that
|nyestor protection .(for e)fampl.e, suitability and e rated investment quality.

fairness of transactions, licensing of employeesghese two 1987 orders will be referred to as the
protection of customer assets) and to promotggg7 order (see appendix B for the complete
the continued financial viability of the broker- 1987 firewall conditions).

dealer (that is, the SEC's net-capital rule). Although the Board authorized underwriting
Although the System’s examiner objectives ar@f the aforementioned types of securities in
to ensure compliance with conditions of the1987, operations did not begin until the follow-
Board's order, there may be instances wherig year. In addition to delays caused by court
responsibilities will overlap, such as the evaluachallenges, the Competitive Equality Banking
tion of computer systems for computing SECAct of 1987 placed a moratorium on underwrit-
net-capital requirements and the ability to trackng activities. Finally, in June 1988, underwrit-
positions and institute appropriate hedgingnd subsidiaries were able to commence ineli-
transactions. Thus, examination staff are encou@ible securities activities after the Supreme
aged to contact SROs concerning areas of conourt refused to hear an appeal of a securities

mon interest (reviewing the underwriting sub_indLustry _traggsasssfc_)ciatti)on.k holdi .
sidiary’s latest examination letter from its ater in ,» fIVe bank holding companies

examining SRO is standard procedure). OPIe‘.j applications to expand the authority of
h heir section 20 subsidiaries to underwrite or
course, federal banking law precludes Syste

. ; divulai fidential inf eal in any type of debt (that is, corporate,
examiners from divulging confidential Informa- sovereign, or municipal debt regardless of rat-
tion to an SRO without Board approval.

ing) and equity securities (except mutual funds).

The Board approved those applications in Janu-

ary 1989 (thel989 orde}, but delayed the com-

2185.0.1 POWERS mencement of equity securities activities for at

least one year. Moreover, the Board stipulated

The Board's original underwriting order wasthat the new security powers could not be exer-

issued in April 1987 (see 1987 FRB 473).cised until notified by the Board that it has
1. municipal revenue bonds that are rated d§ Place the operational and managerial infra-

investment quality (that is, in one of the top fourStructure necessary to ensure compliance with

categories) by a nationally recognized ratinghe operating limitations of the order.

agency, except that industrial development

bonds in these categories shall be limited to

“public ownership” in industrial development 2185.0.2 FIREWALLS

bonds (that is, those tax-exempt bonds in which

the issuer, or the governmental unit on behalf ofn reaching the conclusion that ineligible securi-

which the bonds are issued, is the sole ownefies underwriting and dealing would not lead to

for federal income tax purposes, of the financegignificant adverse effects under section 4(c)(8)
of the Bank Holding Company Act, the Board

BHC Supervision Manual June 1997 generally has relied upon a framework of pru-
Page 2 dential limitations that operate by addressing
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practices, transactions, or relationships that hawReserve Bank confirmation before authorizing
the potential for conflicts of interest, unsoundcompanies to engage in expanded securitie
banking practices, unfair competition, or otherctivities (see section 2185.0.5.2, “Manageria
possible adverse effects. The basic approach ahd Operational Infrastructure”). Further, upon
these limitations is to require ineligible securi-receiving Board authorization to engage ir
ties activities to be conducted in a separateexpanded debt and equity securities power:
strongly capitalized holding company subsidi-all of an underwriting subsidiary’s activities
ary subject to firewalls intended to insulatebecome subject to the 1989 firewalls.
affiliated banks from attendant risks. In general, Due in part to certain unique international
the firewalls— considerations, the Board modified several o
1. require that equity investments and loanshe firewalls for section 20 subsidiaries of for-
to the underwriting subsidiary that qualify aseign banks. These modifications are discusse
regulatory capital not be counted toward then appendix C.
holding company’s consolidated capital for
regulatory purposes (the underwriting subsid-
iary’s assets are also excluded); 2185.0.3 EXPANDED POWERS
2. prohibit credit extensions for the benefit of
the underwriting subsidiary, including credit|n October 1989, the Board authorized Banker
enhancements of securities and purchases ®f;st New York Corporation’s underwriting
ineligible_ s_ecurities underwritten and dealt in bYSubsidiary to engage as agent in the privat
the subsidiary; _ ) placement of all types of securities (that is, an)
3. prohibit credit extensions to section 20gept or equity security), including providing
subsidiaries that have been authorized to undeyg|ated advisory services, and to buy and sell a
write and deal in any debt or equity securitytypes of securities on the order of investors as
and generally prohibit purchases and sales Qfskless principal (BT order). In reaching its
revisions effective January 7, 1997); _established that placing new issues of securitie
_ 4. require separate offices for the underwrityjith a limited number of purchasers in transac
ing subsidiary and limit employee, officer, andtjons that do not involve a public offering is not
dential customer information between the underact. The Board also noted that riskless principa
writing subsidiary and affiliated banks; and  transactions should be regarded as brokera
5. require disclosure that the underwritingactivities and not as underwriting or dealing in
subsidiary is separate from any affiliated bankgecurities. Since brokerage activities represel
and that securities offered, sold, or recom«gjigiple revenue,” the Board concluded that
mended are not FDIC insured. ~ revenue derived from both activities is to be
As previously noted, there are certain differjassified aseligible revenuefor purposes of
ences be_tween the Board’s original firewallg;ompwing with its gross revenue test. The
adopted in 1987 and the latter ones adopted i8oard also relied upon certain representations ¢

1989. The expanded range of activities permitimposed conditions, which are in appendix D.
ted in 1989 present different risk characteristics

leading to potentially greater price and credit

risk (for example, securities activities are N%1850.3.1 Private Placement

longer limited to investment-grade securities). T

Accordingly, the firewalls were strengthenedrhe private-placement market involves the
when the Board authorized five bank holdingglacement of new issues of securities with
companies to engage in more extensive seculimited number of financially sophisticated insti-
ties powers (see 75 FRB 192 (1989)). For examytions and individuals in a nonpublic offering.
ple, the expanded firewalls prevent affiliatedsecurities that are privately placed are not suk
banks and thrifts from funding the operations ofect to the registration requirements of the Secu
the section 20 subsidiary, and prevent the parefities Act of 1933. Most importantly, a financial
bank holding company from furnishing funds inintermediary in private-placement transactions
a manner that would undermine its ability toas defined by the Board, acts solely as an age
serve as a source of strength to its banks. Igf the issuer in soliciting purchasers; it does no
addltlon, the Board has decided that an Undeburchase the securities and attempt to rese
writing subsidiary must have the appropriate

managerial and operational infrastructure iIrBHC Supervision Manual June 1997
place, including 1989 firewalls, and requires Page 3
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them. In approving private placement as ar2185.0.5 INSPECTION PROCEDURES
eligible securities activity, the Board relied upon

certain representations and conditions that are @185 0.5.1 Scope of Inspection
appendix D. R,

Procedures
2185.0.3.2 Riskless-Principal The following procedures are all-inclusive and
Transactions intended to be used only selectively. These pro-

cedures are divided into four parts: (1) manage-
“Riskless principal” is the term used in the rial and operational infrastructure review,
securities business to refer to a transaction if2) annual inspection, (3) review for compliance
which a broker-dealer, after receiving an ordewith the Board's various firewall conditions
to buy (or sell) a security from a customer,(including modifications pertaining to private-
purchases (or sells) the security for its owrplacement and riskless-principal transactions) to
account to offset a contemporaneous sale to (¢ used in conjunction with an infrastructure
purchase from) the customer. It is understood ireview or annual inspection, and (4) supplemen-
the industry that riskless-principal transactiongal inspection procedures (to be used only to
only occur in the secondary market, and secsonduct random or targeted tests, particularly
tion 20 subsidiaries are required to conduct theiwhen the section 20 subsidiary has a poor com-
business accordingly. The Board approved thpliance record or has not been subject to sub-
request to engage in riskless-principal transastantial audits).
tions subject to the conditions in appendix D. At the initial inspection of a section 20 sub-
sidiary, examiners will need to review all formal
policies and operating procedures. In subse-
2185.0.4 INSPECTION OBJECTIVES quent inspections, efforts can be directed
towards reviewing amended policies and proce-
As previously noted, the general inspectiorflures. The same concept—performing an initial
objectives are to verify compliance with thecomprehensive inspection and then focusing on
Board's revenue test, ensure that the firewaghanges—applies in evaluating other key fac-
conditions are in place and functioning properlytors in a section 20 subsidiary (that is, manage-
and assess the overall financial condition of th&ent, internal controls, internal audit, and com-
subsidiary and its impact on the consolidateduter and accounting systems). Thus, to develop
organization. To accomplish these objectives, file scope of inspection, examiners need to
will be necessary to— consider past inspections; the compliance
1. determine whether the policies, practiceg€cord; recent internal audits; and actual or
procedures, and internal controls are adequakending changes in operations, systems, and
and adhered to (including prohibitions againsth@anagement.
tie-in arrangements, see section 3500.0, “Tie-In Full knowledge of all procedures is necessary

Considerations of the BHC Act.”) to select the appropriate procedures for use in a
2. determine whether EDP and accountingiven situation. However, each set of procedures
systems are adequate and effective; need be used only to the extent applicable, if

3. ensure that the company is followingat all. As a general rule, the initial inspection
existing procedures for approved underwritingdf a section 20 subsidiary should utilize infra-
and dealing in eligible securities; structure review and firewall conditions proce-

4. evaluate the financial performance of theélures. Portions of these procedures may also
subsidiary and its business plan and assess theed to be employed in subsequent inspections.
subsidiary’s impact on the parent bank holding To illustrate applicability of the various pro-

company; cedures, consider a hypothetical dealer in bank-
5. evaluate management; eligible securities gradually expanding its activi-
6. assess the scope, frequency, and adequas, by first operating under the 1987 order and
of internal audit coverage; and later under the 1989 order.

7. obtain corrective action when policies,
practices, procedures, or internal controls argiig| Inspection
deficient or when violations of laws, regula-

tions, or Board conditions have been noted. .
« Infrastructure review procedures

BHC Supervision Manual June 1997 * Firewall condition procedures (check only
Page 4 1987 order conditions)
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Subsequent Inspection involved the use of examiners with varied back:
grounds and specialties. Typically, inspectior

* Annual inspection procedures teams consisted of at least one specialist in auc
» Supplemental inspection procedures (ind EDP systems, one senior holding compan
warranted) inspector, and a number of assistants. Utiliza

tion of an inspection team with varied expertise
is recommended as a means to best address |

Authorization to Exercise 1989 Powers breadth of topics to be evaluated.

« Infrastructure review procedures (concerning

new types of securities)
* Firewall condition procedures (revised and ) ) ) )

expanded) 2185.0.5.2.3 Special Considerations in
« Supplemental inspection procedures (ifnfrastructure Reviews

warranted)
It is important to closely focus upon certain
factors described below in which a section 2(
subsidiary is operating under the 1987 ordel
and an infrastructure review is required to deter
mine whether the dealer is prepared to exercis
expanded powers under the 1989 order. As pre
viously noted, concurrent with its approval of
2185.0.5.2.1 Introduction to Managerial expanded securities activities for section 20 suk
and Operational Infrastructure sidiaries, the Board buttressed its firewall condi

tions. New requirements were placed upol

The Board’s January 18, 1989, order approvegredit relationships between nonbank affiliate:
applications by five bank holding companies taand section 20 subsidiaries, and affiliatec
underwrite and deal in corporate and other delifepositories are generally prohibited from
and equity securities subject to 28 conditions. lengaging in the purchase or sale of financia
addition to augmenting its 1987 firewall condi-assets with or extending credit to section 2(
tions, the Board established more stringengubsidiaries. Credit restrictions also encompas
start-up standards. An applicant may not comdaylight overdrafts incidental to clearing securi-
mence the new activities until notified that theties transactions, except for U.S. or Canadia
Board has determined the securities subsidiagyovernment or government-guaranteed secur
has put in place the operational and manageriges. (See appendix A for conditions 1(b), 2,
infrastructure necessary to ensure compliancgi(a), 21(b), and 22.) Accordingly, the revised
with the operating limitations of the order, requirements may necessitate significan
including computer, audit, and accounting syschanges in existing intercompany relationships
tems; internal risk-management controls; andhus, for a section 20 subsidiary seeking tc
other policies and procedures consistent witkngage in 1989 powers, determine whether—
sound practices. The Board’s decision to autho- 1 management has adopted changes in sec
rize commencement of corporate debt and/Qfsies clearance arrangements to prevent day
equity underwriting activities is based on gjignt gverdrafts on securities other than U.S
report prepared by Federal Reserve examinergnq canadian government (and governmen
This report describes examiners’ findings fro uaranteed) and agency securities (if deale
an on-site review of a section 20 company andjears through or maintains accounts with affili-
its subsidiaries’ operational and managerialiaq depository institutions);

infrastructure  (infrastructure review). The 2. the section 20 subsidiary can quickly

infrastructure review procedures (subsection = d existi h h
2185.0.5.2.4) are designed to be used in deteg-nwIn existing repurchase agreements or oth

mining whether such policies and procedure unc_ilng arrangements with affl_llated depository
institutions and is prepared to implement collat:

2185.0.5.2 Managerial and Operational
Infrastructure

are in place. eralized borrowing requirements with nonbank
affiliates; and
) 3. prohibitions with respect to the purchase
2185.0.5.2.2 Inspection Personnel and sale of financial assets are in place.
The initial infrastructure reviews (conducted byBHC Supervision Manual June 1997

the Federal Reserve Bank of New York) Page 5
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2185.0.5.2.4 Infrastructure Review 1. procedures to ensure compliance with

Procedures Board conditions, including advice to affected
personnel throughout the organization (see

2185.0.5.2.4.1 Management section 2185.0.5.4, “Board orders and Condi-
tions”);

The qua“ty of management is a key factor to. 2 written underwriting and trading pOSition

consider in evaluating a section 20 subsidiaryimits (by type of security, trader, groups of

with either 1987 or expanded securities powerdraders, and individual issues) and adequate risk-

However, underwriting and dealing in all typesmonitoring procedures; ) ]

of debt and equity securities involves direct 3. syndicate procedures (that is, credit and

participation in different securities markets frombidding authorization, due-diligence, and securi-

those previously engaged in by banks directifies registration requirements);

Hence, management must be knowledgeable 4. segregation of duties;

about credit risks, market functions, and syndi- 9. control over data entry; _

cate and hedging techniques with respect to 6. hiring competent employees with well-

each targeted market and type of security. ~ defined duties; and . . _
Examiners should conduct meetings with 7. the Board's rules governing equity securi-

senior management and review professiondles underwritten or dealt in by section 20

qualifications to determine whether managesubsidiaries. _ _

ment is qualified to direct and supervise The Board’s order provides guidance con-

expanded debt and equity securities activities:erning definitional and other issues associated

Unless management is knowledgeable an#ith underwriting and dealing in equity securi-

involved with day-to-day operations, a firm canties. Preferred stock is an equity security for

be exposed to excessive risk by the action of BUrposes of the order. In contrast, debt securities

few individuals. Accordingly, managementare defined to include those that are convertible

supervision of trading and sales personnel ito equity securities if, on the date the convert-
essential. ible securities are issued, the conversion price is
Examiners should review customer complaingreater than 115 percent of the market price of
files (required by SRO rules) to determinthe eqwty_ security into which the debt security
whether there have been frequent allegatiori§ convertible. . . .
charging unfair or unethical sales practices. It is Generally, a bank holding company is permit-
vital to determine the nature and resolution oféd to acquire up to 5 percent of the voting
complaints (for example, satisfactory explanashares of a nonbank company. Thus, a sec-
tion, cash settlement, arbitration), and examintion 20 company’s dealer inventory must be

ers may need to discuss this aspect with thaggregated with its affiliates” holdings of voting
designated SRO. securities. However, the Board has authorized

an exemption to facilitate underwriting. It is
2185.0.5.2.4.2 Self-Regulatory Organization Permissible to acquire greater than 5 percent of
Examination Results the voting shares of an issuer pursuant to a bona
fide firm commitment underwriting, so long as
Obtain from management a copy of the lettefnose shares are disposed of within 30 days of
pertaining to the latest examination of the subtheir acquisition and during that time the shares
sidiary by its designated self-regulatory organidre not voted.
zation (usually the NASD) to determine whether
the underwriting subsidiary is operating in con-
formance with relevant securities laws and regu2185.0.5.2.4.4 Computer and Accounting
lations, including the SEC's net-capital rule.Systems
Discuss any deficiencies with the designated

SRO. Review computer and accounting systems to
determine whether the computer systems cur-
2185.0.5.2.4.3 Internal Controls rently utilized have the capacity to process and

account for expanded types of securities activi-

Review internal risk-management controls tdies proposed. o
confirm that appropriate controls are in place 1. If more than one EDP system is utilized to

with respect to— account for various types of securities, confirm
that section 20 subsidiary procedures provide
BHC Supervision Manual June 1997 for effective integration of data and manage-

Page 6 ment reporting.
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2. Confirm whether hypothetical transactiongrams should be advised that the Reserve Bar
have been utilized to test the ability of thewill be unable to make a favorable infrastruc-
system to accept and account for new types dfire finding.
securities. Review documentation and meet with Obtain the latest reviews by internal and
internal auditors to determine their level ofexternal auditors to determine whether auditor
involvement. consider the subsidiary’s internal controls,

3. Review the latest letter concerning examirecordkeeping, and accounting and compute
nation by the section 20 subsidiary’s designategystems to be adequate. Verify the status c
self-regulatory organization and/or contact theorrecting past deficiencies and verify whethe
SRO concerning its evaluation of EDP andnternal audits are conducted at least annually.
accounting systems. 1. Review audit programs and reports of the

4. Review Reserve Bank and internal audit’section 20 subsidiary conducted since the prev
evaluation of existing EDP systems and outsideus inspection.
service bureaus. Perform other standard EDP 2. Evaluate the adequacy of the audit pro
evaluation procedures as necessary. gram in light of the following factors:

5. Test ability of systems to accurately segre-  a. checks for the integrity of the slotting
gate and report eligible and ineligible revenue. and reporting of eligible and ineligible revenue

a. Utilize department blotters constitutingand monitoring of the gross revenue test;
“records of original entry” under SEC record- b. procedures for ensuring compliance
keeping rules to select a number of “settled”with all Board conditions by auditing various
transactions. It is recommended that examinensits directly responsible for compliance (for
select at least one eligible security, and one aixample, compliance units, controllers, anc
each type of ineligible security, (that is, munici-computer systems and services);
pal revenue bond, mortgage-related security, c. procedures for ensuring compliance in
commercial paper, consumer receivable—relatddnctional audits of other organizational units
security, and pro forma transactions in corporatthat are affected, but not directly responsible fol
debt and equity). compliance (for example, commercial lending

b. Request that management furnish and trust activities);
complete set of documentation to trace these d. with respect to expanded debt anc
transactions from the trader’s original ticketequity security activities, the development of
through posting to the appropriate general ledeomprehensive audit programs that recogniz
ger account and inclusion in revenue reportthe different nature of activities (for example,
detailing eligible and ineligible revenue. Deter-due-diligence responsibilities, disclosure anc
mine management’s criteria for slotting suchregistration requirements, and SEC and NASL
revenue as eligible or ineligible and evaluateules pertaining to corporate security syndicat
procedures for resolving questions. For exampractices); and
ple, the only eligible revenues that can be e. standard financial audit procedures fo
obtained from dealing in municipal revenuetrading activities (for example, external pricing
bonds are those derived from bonds issued faf securities).
university, housing, or dormitory purposes, and,
accordingly, the selection process should look

for “close calls.” 2185.0.5.3 Annual Inspection Procedures

The following procedures are intended for use
2185.0.5.2.5 Internal Audit during the annual inspection of a section 2(

subsidiary to evaluate compliance with the
Evaluate the internal audit program, includinggoard’s firewall conditions and revenue limita-
the qualifications of audit personnel. The 1989on and to evaluate its financial condition. In
order specifies that audit systems must be “iyrder to determine which, if any, supplementa
place” in order for the Board to determine that anspection procedures to utilize, examiners will
section 20 subsidiary may commence expandesked to evaluate the section 20 subsidiary’s pa
securities activities. ACCOfdlng'y, eXamlnerSComp”ance record and the qua“ty and ﬁndingf
should expect to see fairly detailed audit procepf the related internal audit function.
dures for ensuring Compliance with all of the As a genera| rule, it will not be necessary to

Board’s conditions and |tS revenue |imitati0n.repeat procedures emp|0yed in an infrastructur
General programs showing plans or budgets to

conduct future audits amot sufficient. Holding BHC Supervision Manual June 1997
companies without fairly detailed audit pro- Page 7
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review. However, in certain instances, it may beovernment securities identically to U.S. gov-
necessary to utilize infrastructure review proceernment securities).

dures to determine whether the current infra-

structure can accommodate significant newqgr 0 5 3 4 Computer and Accounting
activities authorized subsequent to completlo%yStemS

of an infrastructure review, or to review changes

that have occurred in the infrastructure. Generally, only an in-depth review of the com-
puter and accounting systems is necessary in the
course of conducting an infrastructure review.
2185.0.5.3.1 Management However, there may be certain instances when
authorization to engage in new activities (see
Review the quality and effectiveness of manageabove) requires subsequent scrutiny of the com-
ment. Focus on changes in managememuter and accounting systems to verify compli-
since the previous inspection by evaluatingance. For example, the Board requires that com-
professional qualifications of new managemenpanies authorized to engage in riskless-principal
officials. transactions maintain specific records to code
and identify all such transactions.

2185.0.5.3.2 SRO Examination Results 2185.0.5.3.5 Internal Audit

Obtain from management a copy of the letteOptain the latest reviews by internal and exter-

pertaining to the latest examination of the subna| auditors to determine whether auditors con-
sidiary by its designated self-regulatory organisider the subsidiary’s internal controls, record-

zation (usually the NASD) to determine Whetherkeeping, and accounting and Compu’[er Systems
the underwriting subsidiary is operating in con+o be adequate. Verify the status of correcting

formance with relevant securities laws and regupast deficiencies and whether internal audits are
lations, including the SEC's net-capital rule.conducted at least annually.

Discuss any deficiencies with the designated 1. Review audit programs developed for

SRO. activities authorized since the previous
inspection.
2. Review audits conducted since the previ-
2185.0.5.3.3 Internal Controls ous inspection. Specifically evaluate findings
concerning—

Review internal controls, to the extent neces- & slotting and reporting of eligible and
sary, to confirm that effective controls are iniN€ligible revenue and monitoring of the gross

place and adhered to. Ordinarily, a strong audf€venue test (It is recommended that the
department will review and test existing con-/€Venue-reporting system be tested at each

trols, thus minimizing the need for examiners tg"SPection if the internal audit function has
engage in extensive internal-control testing. gitssp;goz”zi‘;) adequate tests (see section
The primary focus of an annuall inspection b .ado.pﬁonl and implementation of poli-
tsrg?urlr?ozﬁ‘iégt?onnﬂyzi? ggd e:iﬁtj:ttehgterrgs:ocu%%ies and procedures for ensuring compliance in
’ Ys P grganizational units that are affected, but not

inspection. Changes may occur because of strgr - resnonsible for, compliance with Board
tegic business decisions or in response to regu'@bnditiong

tory requirements. In addition to following up “ "o "0 sliance with all Board conditions;
on required changes associated with approved d dicat tices: and
4(c)(8) applications of the particular bank hold- - Syndicale praclices, ana .
. . . e. standard financial audits of trading
ing company, examiners need to consider 98 tiviti

. A ST ctivities.
eral firewall modifications. In reviewing its fire-
walls, the Board has in certain instances ] .
authorized generic changes in permitted activi2185.0.5.3.6 Financial Performance
ties by order affecting all section 20 subsidiaries ) ) ]
(for example, underwriting rated asset-backeévaluate operating results since the previous
securities of affiliates and treating Canadiaﬂ]nspectlon and the overall financial condition of
the subsidiary, and assess the impact on the
BHC Supervision Manual June 1997 parent bank holding company (see appendix A,
Page 8 condition 4).
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2185.0.5.4 Board Orders and Conditions 2. Confirm that unless specifically approvec
as a 4(c)(8) activity, any activity treated as &
The following procedures are designed to b@ecessary incident to an ineligible securities
used in determining whether a section 20 subactivity (for example, private placement) is
sidiary is being operated in accordance withreported as ineligible revenue (see footnote 5
Board conditions, including conditions relatingof the 1989 order).
to private-placement transactions (sec- 3. Confirm that procedures manuals contai
tion 2185.0.5.5) and riskless-principal transacprovisions for ongoing monitoring of this
tions (section 2185.0.5.6). Applicable policiesimitation.
and procedures should be thoroughly evaluated
during an initial inspection. Subsequent inspec-
tions should focus on modifications, if any, 0f2185.0.5.4.2.1 Interest Earned on Securities
policies and procedures. For the most parfThat a Member Bank Can Hold for Its Own
emphasis is placed on determining whether poliAccount
cies and procedures have been implemented.
After evaluating management, the complianc®©n September 11, 1996, the Board issued &
and internal audit functions, and previous comerder stating that it will no longer consider
pliance records, examiners can determinterest income earned on debt securities that
whether tests are required to determine adhemember bank could hold for its own account a:
ence to written policies and procedures. Sectiorevenue derived from underwriting and dealing
2185.0.5.7, “Supplemental Inspection Procein securities for purposes of the revenue tes
dures,” includes suggestions for various samThis revised method for computing compliance
pling techniques that can be utilized for testingvith the revenue limitation is effective for
adherence to policies and procedures. reports filed for the third quarter of 1996. Subse
Procedures described below are designed tpently, on October 30, 1996, the Board furthe
review compliance with the Board’'s variousconveyed its decision to allow any section 2C
firewall conditions. Discussions of the Board’'ssubsidiary that possesses the requisite data
conditions, and subsequent modificationsise the amended treatment for the past eig|
thereto, begin in appendix A. calendar quarters. Examiners should confirn
that such an accounting treatment and classific:
tion is being correctly applied.
2185.0.5.4.1 Types of Securities

1. Under the 1987 order, confirm that under2185.0.5.4.3 Capital Investment and
writing of ineligible securities is limited to the Funding
four specified types of securities.

2. Under the 1989 order, confirm that under- 1. Review the SEC FOCUS Report (condi-
writing of ineligible securities is limited to the tion 24) to determine the amount of equity anc
types permitted in a specific order or Boardsubordinated debt, if any, that qualifies as SE(

letter. capital (see FOCUS Part Il, “Computation of
Net Capital”).
2185.0.5.4.2 Revenue Test the cumulative total of bank-eligible and bank-ineligible rev-

enue as the denominator. After the eighth quarter of bank
1. Compare reports required by Board ordeineligible securities activities, the first quarter's bank-

(condition 24} to FR Y-20 and FOCUS reports ineligible and total bank-eligible and bank-ineligible revenue
d K d d K heth are deleted from the numerator and denominator, respectivel
and accounting records to determine whethej,q e ninth-quarter revenues are added. Comparable calcu

the current and cumulative two-year ratio Oftions are made at the end of each successive quarter. Curre
bank-ineligible to total bank-eligible and bank-qualrtsrlykbalnk;religglg re‘zlenule rt?lay exceed 25 pzrcsnig C
i s : total bank-eligible and bank-ineligible revenue, provided that
ineligible revenue is 25 percent or €5s. the cumulative two-year ratio remains within the limit. As of

March 6, 1997, the Board’s alternative indexed-revenue tes

. . . ) was no longer available. Bank holding companies and thei
1.References to conditions in these inspection procedures . o ;
refer to the 1989 Board order unless otherwise noted Foﬁectlon 20 company subsidiaries that had elected the indexe

" - .. Tevenue test may rely on previously reported indexed reve
example, condition 4 of the 1987 order requires submission Orﬁles through the end of December 1998 in computing th

reports. Also, see appendix A for a discussion of conditiong =
that are not applicable to securities firms operating under th?eWO year average.
1987 order. .

2. The revenue test is a two-year rolling average withBHC Supervision Manual June 1997

cumulative bank-ineligible revenue as the numerator and Page 9
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2. Verify that the parent holding company 3. Verify that procedures manuals require the
has procedures in place and has made thmaintenance of records to ensure that other
required deductions from its consolidated capieredit to clients whose ineligible securities are
tal and assets (condition 1(a)). underwritten or dealt in by the section 20 sub-

3. Review the section 20 subsidiary’s generagidiary is for a documented special purpose
ledger to determine whether it reconciles wittother than the payment of principal, interest, or
Federal Reserve Form FR Y-20. dividends on such securities, and it is on an

4. Determine whether— arm’s-length basis (conditions 7 and 8).

a. extensions of credit to the underwriting 4. €onfirm that the subsidiary's thrift affli-
subsidiary provided by the parent bank holdin%es have implemented policies and procedures
company and nonbank subsidiaries are collatefo Observe restrictions of sections 23A and 23B
alized in accordance with the provisions ofof the Federal Reserve Act (condition 9).
section 23A(c) of the Federal Reserve Act or 5. Confirm that procedures manuals for lend-
deducted from consolidated capital (condiing officers include necessary procedures mak-
tion 1(b)); ing the preceding five conditions applicable to

(Note: To be in compliance with the parties that are major users of projects financed

order, collateral must actually be pledged. ArPY industrial revenue bonds (condition 10).
“Agreement to Pledge” is not sufficient.) 6. Policies and procedures (subsidiary
b. extensions of credit, including repur-depositories): _
chase agreements, to securities subsidiaries a. confirm that the parent holding com-
(operating under the 1987 order) from an affili-pany has established policies and procedures at
ated depository organization conform with secits subsidiary banks and thrifts governing their
tion 23A and section 23B of the Federal Reserviarticipation in financing transactions under-
Act, and that there are no extensions of crediritten or arranged by the section 20 subsidiary
from affiliated banks to 1989 subsidiaries (seécondition 11); and
appendix A discussion of condition 21 concern-  b. ensure that the policies and procedures
ing exceptions for certain repos); and address appropriate limits on exposure and
c. securities clearance credit provided byequire an independent and thorough credit
affiliate banks and thrifts complies with Board€valuation —in  connection  with ~ such
condition 21(b). participations.
5. If the Board conditioned its approval on 7. Policies and procedures and limitations
the parent organization’s raising capital, con{consolidated basis):
firm that Board requirements were met. a. confirm that the parent holding com-
6. If the Board authorization letter to com-Pany has established policies, procedures, and
mence activities limited the subsidiary to posiJimitations regarding exposure of the holding
tion size, etc., contained in the capital plancOmpany on a consolidated basis to any single

confirm that subsidiary is conducting busines§ustomer whose securities are underwritten or
accordingly. dealt in by the section 20 subsidiary (See also

SR-89-5 and SR-89-23) (condition 12); and
b. ensure that the holding company has

2185.0.5.4.4 Credit to Customers of developed a system to monitor exposures to
Unde.r\/\'/ri'tir.lg Subsidiary single customers on a consolidated basis.

1. Confirm that the securities subsidiary’s . o
and affiliated depository institutions’ procedure2185.0.5.4.5 Requirement to Maintain
manuals discuss the prohibition against credfeorporate Separateness (Condition 13)
enhancements on ineligible securities (condi-
tion 5). 1. Verify that the holding company’s policies
2. Confirm that procedures manuals for lendf€guire that the underwriting subsidiary main-
ing officers include adequate instructions conlt@in separate offices from affiliated banks and
cerning the prohibition against affiliates extend!hrifts and that there are no officer, director, or
ing credit to customers secured by or tgeMployee interlocks between the section 20 sub-
purchase securities underwritten or distributedidiary and bank or thrit affiliates.

by the section 20 subsidiary (condition 6). 2. When meeting with the section 20 subsid-
iary’s personnel, confirm that the subsidiary’s
BHC Supervision Manual June 1997 offices are clearly distinguished from those of

Page 10 affiliated banks and thrifts.
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2185.0.5.4.6 Disclosure Statement underwriting period, or purchasing from the
(Condition 14) underwriting subsidiary any ineligible security
) _ in which the underwriting subsidiary makes a

1. Confirm that procedures manuals includengrket.
provisions requiring the forwarding of disclo- 5 Confirm, to the extent applicable, that pro-
su;e s;ate_ments to culsto(;nerls. tat tt(:edures and recordkeeping requirements hay
- Review a sampie disclosure statement 1go developed relating to the purchase and se
ensure that all required information is disclosed. ;. =~ - i o
of ineligible securities between affiliates partici-
pating in simultaneous cross-border underwrit

2185.0.5.4.7 Marketing Activities on ings (such purchases or sales must be based
Behalf of an Underwriting Subsidiary bona fide indications of interest from customer:
(Condition 15) in the various markets).

. . 3. Confirm that an underwriting subsidiary
1. Verify that the holding company has estabq, )y ynderwrites or deals in ineligible securities

!iShEd policies _s;ating that no se(_:tion_ 20 Subs“%'ssued by affiliates or representing assets orig
iary nor any affiliated bank or thrift will engage nated by affiliates if—

in advertising or enter into an agreement indicat- .
a. the securities are rated by a non:

ing that an affiliated bank or thrift is responsible__. . ; - . .
in any way for the section 20 subsidiary’saﬁ'"ated nationally recognized rating organiza-

obligations. ion; or N _
b. the securities are issued or guarantee

by FannieMae, FHLMC, or GNMA, or repre-
Condition 16: Reserved sent interests in such obligations.
4. If the subsidiary operates pursuant to the
1989 order, confirm that policies and procedure
2185.0.5.4.8. Investment Advice by Bankfave been developed to prohibit the applicant
Thrift Affiliates (Conditions 17 & 18) bank or thrift affiliates from directly or indi-

fi hat the holdi h rectly extending credit in any manner to an
1. Confirm that the holding company has,gijiated underwriting subsidiary or a subsidiary
established policies requiring that a bank o

thrift affiliate may not express an opinion[hereOf‘ or issuing a guarantee, acceptance,

regarding ineligible securities underwritten OHetter of credit, |nclud_|ng an endorse_ment of
dealt in by the section 20 subsidiary, unless thgtandby_l_etter of .Cr.Ed't’ for the t_)e_neflt of the
bank or thrift notifies the customer of the sectiof"derwriting subsidiary or a subsidiary thereof
20 subsidiary’s involvement with the securities. T his prohibition does not apply to an extensior
2. Confirm that procedures have been devepf credit by a bank or thrift to an underwriting
oped governing fiduciary activities by affiliatedSubsidiary that is incidental to the provision of
banks, thrifts, or trust or investment advisoryclearing services by the bank or thrift to the
subsidiaries, whereby such entities are prednderwriting subsidiary with respect to securi-
cluded from purchasing and the section 20 suliies of the United States or Canada or thei
sidiary is precluded from selling ineligible secu-agencies, or securities on which the principa
rities in which the section 20 subsidiary makes @nd interest are fully guaranteed by the Unite
market or is underwriting (and for 60 days afterstates or Canada or their agencies, if the exte
close of the underwriting period). sion of credit is fully secured by such securities
is on market terms, and is repaid on the sam

. . calendar day. See condition 21(b) of the 198
2185.0.5.4.9. Extensions of Credit and order, appendix A.

Purchases and Sales of Assets (CondltlonSS. Confirm that policies and procedures have

19-22) been developed to prohibit the purchase an

1. Confirm that procedures have been devepale of financial assets between the underwritin
oped prohibiting the applicant or any of itssubsidiary and its affiliated banks and thrifts.
subsidiaries, other than the underwriting subsidThIS limitation shall not apply to the purchgse
iary, from purchasing, as principal, ineligibleand sale of assets that have a readily identifiabl

" . ~and publicly available market quotation and
securities that are underwritten by the underwrit- P y 4

ing subsidiary during the period of the undergpc supervision Manual June 1997
writing and for 60 days after the close of the Page 11
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that are purchased at that market quotation fatescribed in procedure 6 above complies with

purposes of section 23A of the Federal ReservBoard requirements.

Act (12 US.C. 371c(d)(6)), provided those 8. Requestdocumentation demonstrating that

assets are not subject to a repurchase or reveigsk exposure on swaps and options transactions

repurchase agreement between the underwriting collateralized as required.

subsidiary and its bank or thrift affiliate. This

limitation also does not apply to the purchase

and sale of U.S. Treasury securities or direct

obligations of the Canadian federal governmeny g5 0 5 4.10 Exchange of Confidential

that are not subject to repurchase or reverse ;stomer Information

repurchase agreements between the underwrit-

ing subsidiary and its affiliated bank or thrift

subsidiary, branch, or agency. If the section Zgu

subsidiary operates pursuant to the 1987 orde

instead it must comply with sections 23A andé - . -

23B of the Federal Reserve Act. (lé)gngi(t)ios;]uggl)dlary and bank or thrift affiliates
6. If the section 20 subsidiary, operating pur- '

suant to the 1989 order, has received permission

to engage in certain purchase and sale transac-

tions; repurchase agreements, swap, and opti o

transactions; and futures commission mercha '86\5:[(').%.4.11CTr%nt$fer2<315r1d Modification

transactions with bank and thrift affiliates (see0 ctivities (Condition 25)

appendixes A and G), confirm that 1. Review directors’ minutes to ensure that

a. the sole purpose of the repurchase and

. - ection 20 activities previously authorized and
reverse repurchase transactions is to accomm? P y

1. Confirm that procedures manuals require a
stomer’s consent for the exchange of confi-
ential customer information between the sec-

date the operational needs of a foreign affiliat c:r?ggif%tt)hyetrhgfﬁhjgtselgIz\?\:i}t/hhoi\;e r;ic:)trbr?(t)atrilﬁtég_ns-
andnotto fund the section 20 subsidiary; P

éion to and review by the Board.
b. the sole purpose of the swaps an

options transactions is to hedge the exposure of

the section 20 subsidiary and not to fund it;

c. the section 20 subsidiary pledges U.S2185.0.5.4.12 Limitations on Reciprocal
securities to collateralize the risk exposure arispArrangements and Discriminatory
ing from the swap and option transactions (thafreatment (Conditions 26 & 27)
is, daily mark-to-market required);

d. the repurchase and reverse repurchase,1. Confirm that the parent holding company
transactions are secured in accordance with sel§as established policies and procedures affirm-
tion 23A of the Federal Reserve Act; ing that neither it nor any of its subsidiaries will,

e. the repurchase, reverse repurchase, aditectly or indirectly, enter into any reciprocal
swap and options transactions are conducted atrangements, under which the holding com-
arm’s length and do not invoke preferentialpany would agree with another holding com-
terms or conditions in accordance with sectiopany to enter into transactions with each other
23B of the Federal Reserve Act; for the purpose of evading any of the Board'’s

f. if an affiliated futures commission mer- requirements on securities activities or any other
chant matches offsetting futures transactiongrohibitions on transactions between affiliates of
with affiliates, the section 20 subsidiary markgpanks.
to market daily and posts collateral (see appen- 2. Confirm that the parent holding company
dix G); and has established policies and procedures at its

g. the parent holding company has probank and thrift subsidiaries requiring that these
vided the bank affiliate with a written guaranteesubsidiaries will not extend or deny credit or
indemnifying the bank against any losseservices or vary the terms or conditions thereof,
arising from the section 20 subsidiary’s nonperif the effect is to treat unaffiliated securities
formance. firms less favorably than their affiliated section

7. Request that management document arﬂp Subsidiary (UnleSS the action is based on

describe how the purpose of the transaction@bjective criteria or is consistent with sound
business practices) or if the intent is to create a

BHC Supervision Manual June 1997 competitive advantage for the affiliated section
Page 12 20 subsidiary.
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2185.0.5.5 Private Placements in the secondary market and, if so, verify that its
(See appendix D for conditions) policies and procedures—
a. prohibit the section 20 subsidiary from
1. Confirm that the section 20 subsidiaryengaging in riskless-principal bank-ineligible
maintains specific records of its private placesecurities transactions if the customer is th
ments and review them to further confirm thaissuer of securities to be sold or if the custome
those records specifically identify those placeis selling bank-ineligible securities in any trans-
ment transactions in which credit or otheraction in which the company has a contractua
financing is provided concurrently by a deposicommitment to place securities as agent of th

tory affiliate(s). issuer;
2. Review policies and procedures to confirm  b. prohibit the section 20 subsidiary from
that the section 20 subsidiary— acting as riskless prinicipal in any transactior

a. will not privately place securities thatinvolving a bank-ineligible security for which
are registered under the Securities Act of 1933the bank holding company or any of its affiliates

b. will not purchase or repurchase for itsacts as an underwriter (during the period of the
own account the securities being placed (eveunderwriting or for 30 days thereafter) or dealer
as riskless principal) or inventory unsold por-and
tions of issues of these securities; and c. prohibit the section 20 subsidiary from

c. will place securities only with a limited entering quotes for specific bank-ineligible secu
number of investors, based on regulations prdities in the NASDAQ or any other dealer quota-
mulgated pursuant to the Securities Act of 1933ion system in connection with riskless-principal

3. If the holding company has received spetransactions?
cific permission for the parent and its nonbank 2. Verify that a section 20 subsidiary autho-
subsidiaries to purchase securities privatel§ized to engage in riskless-principal transaction
placed by the section 20 subsidiary, confirnfnaintains specific records to code and identify
that— all riskless-principal transactions.

a. the parent has established appropriate 3- Use.sample transaqtions testing'tc') confirr
internal policies, procedures, and limitationghat practices conform with stated policies by—
regarding the amount of securities of any par- @ selecting sample transactions at ran
ticular issues placed that may be purchased em from specific records of riskless-principal
the parent and each of its nonbanking subsidffansactions; . _
aries, individually and in the aggregate; b. requesting original order tickets; and

b. limitations referred to in 3a. above are ~ C- comparing the time of offsetting
incorporated into the condition 12 consolidatePurchases and sales of riskless-principe
exposure limit to any single customer; and ~ transactions. » o

c. the aggregate purchase limit in 3a. NOTE: A critical factor in identifying

above is less than 50 percent of the issue beirigkless-principal transactions is the time a
which the order is received and the time al
placed.

4. If the holding company has received per-WhiCh the order is executed through offsetting

mission for its affiliates to extend credit to anPUrchases and sales as principal. Although se

issuer to repay the principal amount of securi€’@ hours (but not more than one day) may

ties privately placed by the section 20 subsidi€/aPse between receipt and execution of a
ary, confirm that the holding company haSorder, execution of offsetting purchases an

caused lending affiliates to adopt policies an&ales should occur almost simultaneously. SE

procedures requiring that at least three yealrgcordkeeplng rules require f[hat an order.b1
elapse between the time of private placeme me stamped both upon receipt and executior

and the extension of credit. or additional information, see the supplemen

NOTE: (Pursuant to section 4(c)(1) of thetal Inspection procedures.
Bank Holding Company Act, a section 20 sub-
sidiary may privately place unrated securities of

2a. The company or its affiliates may enter bid or ask

affiliates with sophisticated institutions.) quotations, or publish “offering wanted” or “bid wanted”
notices on trading systems other than NASDAQ or an
R _DPrinei exchange, if the company or its affiliate does not enter prict
2185'0'5.'6 Riskless PrInCIPal quotations on different sides of the market for a particular
Transactions security for any two-day period.
1. Verify whether the company is authorizedBHC Supervision Manual June 1997

to engage in riskless-principal transactions only Page 13
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NOTE: Procedure 3 above should be fol-advanced by affiliates. (See commercial paper
lowed at each inspection of a dealer authorizediscussion in appendix A.)
to engage in riskless-principal transactions if the 2. If appropriate, follow up in state member
internal audit function has not performedbank credit departments or consult with the
adequate tests. appropriate regulator in other instances.

2185.0.5.7 Supplemental Inspection .

1. Identify industrial revenue bonds that may
ave been underwritten, and using transactions
ampling, verify that procedures have been
ollowed.

The following procedures are recommended fo
use in testing for conformance with formal oper-
ating procedures. Ordinarily, it is expected tha
only some of the procedures will be utilized to
conduct random or targeted tests. However,

these supplemental procedures should be used g5 0.5.7.5 Condition 13

more extensively when the section 20 subsidiary

has a poor compliance record or has not been 1. Obtain listings of directors and officers of

subject to substantial audits. Procedures afgie section 20 subsidiary and verify that they do
referenced to the Board's 1989 conditions (sefot hold positions with affiliated banks and

appendix A for a listing and discussion ofthrifts.
conditions).

2185.0.5.7.6 Conditions 15 & 16

2185.0.5.7.1 Condition 5 1. Obtain access to advertising files required

) o o to be maintained by the section 20 subsidiary
1. Obtain a listing of recent securities issueginder securities regulations.

underwritten and distributed by the section 20 2 ytilize sampling techniques to check

subsidiary. ) . ) advertising materials to confirm that the policies
2. On a sampling basis, review prospectusegre adhered to.

or official statements or publications from check 3 Review service agreements with affiliates

rating services on these issues to verify that ng, verify that depositories are not authorized to

affiliate issued a letter of credit or any otherengage in impermissible marketing activities.
device or facility used to enhance the creditwor- 4. consult with bank and thrift examiners to

thiness or marketability of the issues. confirm that there is no evidence of imper-
missible marketing activities by affiliated
depositories.

2185.0.5.7.2 Condition 6
1. Obtain a listing of securities underwritten2185'0'5'7'7 Conditions 17 & 18
by and in which the section 20 subsidiary makes 1 optain copies of documentation to con-

a market. firm compliance with disclosure requirements

2. Review collateral Ied_gers in affiliated state(for example, one-time disclosures or advisory
member banks to determine whether loans aigarature with disclosure statements).

made against securities described above. If S0, 5 Raview the section 20 subsidiary's pur-
investigate circumstances to determine whethel,oce and sale blotters (constituting SEC

the bank knowingly extended credit. “records of original entry”) to determine
whether bank, thrift, or trust or investment advi-
sory affiliates have purchased ineligible securi-
2185.0.5.7.3 Condition 7 ties underwritten or dealt in by the subsidiary. If
so, refer to Federal Reserve trust examiners to
1. Review the section 20 credit files of com-make appropriate inquiries directly, or through
panies served to determine whether any funds @ther supervisory agencies, to determine

repay principal or interest on securities are bein%zgzgﬁg su(():fh tﬁzr(z;f?lisaiz Waerrlfj ir;ftzg ir\‘/:/’ﬁime?nt

BHC Supervision Manual June 1997 they are specifically authorized by the account
Page 14 holder or trust instrument.
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2185.0.5.7.8 Conditions 19, 20, 21(a), 2185.0.5.7.11 Riskless-Principal
and 22 Transactions

1. Obtain a listing of recent underwritings in 1. Compare specific records of riskless-
which the section 20 subsidiary participated an@rincipal transactions to records of securitie:
review purchase and sales blotters (records @tivately placed, underwritten, or dealt in to test
original entry identifying the counterparty for for conformance with Board conditions (that is,

purposes of SEC recordkeeping rules) to—  does the dealer conduct impermissible riskless
a. verify that impermissible sales were nofrincipal transactions in securities it under-
made to affiliates: writes, places, or deals in?).

b. investigate and research (for example, 2. Apply the testing procedures describec

review a sampling of offering circulars) theunder section 2185.0.5.6, “Riskless-Principa

originator of underlying assets coIIateralizingTransaCt'ons'

asset-backed securities underwritten and dealt in

to confirm that securities of affiliates are rated 0h185.0.6 CONCLUDING
otherwise conform to the requirements of CondiPROCEDURES

tion 20 (as revised in September 1989; see

appendix A); o 1. Prepare report comments and include ther

c. confirm that no affiliated insured depOSl-on the Other Matters report page Concerning_
tory institution has provided credit to finance an a. the overall financial performance of the
underwriting; and subsidiary;

d. confirm that no impermissible purchase  b. the quality of subsidiary management;
and sale of assets has occurred with an affiliated c. the adequacy of procedures establishet
bank or thrift. including the internal audit function, to ensure
compliance with Board conditions;

d. the adequacy of policies, practices, an
procedures for engaging in securities activities;

. . e. violations of law or regulation;
1. Review copies of consent forms to deter- ¢ internal control deficiencies:

2185.0.5.7.9 Condition 23

mine that consent has been obtained. g. apparent or potential conflicts of inter-
est not addressed by firewall conditions; and
2185.0.5.7.10 Private Placements h. other matters of significance.

2. Significant weaknesses or deficiencie:
arrant specific comments on the Examiner’s
omments page of the Inspection Report.
- . . 3. Update workpapers with any information
a. prlvately_ _place securlt!es reglstereqhat will facilitate future inspections.
under the Securlt.le.s ACt_ of 1933'__ ) 4. When it is necessary, prepare a separa
b. take positions in securities it placesgection 20 subsidiary inspection report for for-
(_reV|eW purchase and sales blotters or conflrmq.}-ign banking organizations. Although foreign
tions); and banks are treated as bank holding companie
c. that neither it nor any of its affiliates pursuant to section 4(c)(8), not all foreign bank:
extend credit to the issuer of securities on subgre subject to holding company inspections.
stantially the same terms as the securities being
placed.
2. If a bank holding company has authority
‘;c;:atsgesgi[jerirt‘itegr nonbank subsidiaries to PYAppendix A 1989 Section 20 Subsidiary
privately placed by a section

o i ; ! Board Conditions
?hfféllltla_te, use sampling techniques to conflrmAppendix B 1987 Board Conditions

... Appendix C Firewall Conditions Applicable
a. aggregate purchases of such securities to Foreign Bank Subsidiaries

are less than 50 percent of an issue being placeﬁ!bpendixD Board Conditions for Private-

and Placement and Riskless-Principal
b. aggregate holdings of such securities Transactions

are in conformance with condition 12 limits

established by the consolidated organizatioBHC Supervision Manual June 1997

with respect to the issuer. Page 15

1. Use sample transactions testing to confir
that the section 20 subsidiary dosst—
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Appendix E  Sample First Day Letter the underwriting subsidiary’s assets from the
Appendix F  Preparing for Inspection holding company’s consolidated assets.
Appendix G Letters Modifying Conditions
Condition 1(b).The applicant shall also deduct
from its regulatory capital any credit it or a
nonbank subsidiary extends directly or indi-

2185.0.7 APPENDIX A— rectly to the underwriting subsidiary unless the
1989 SECTION 20 SUBSIDIARY extension of credit is fully secured by U.S. Trea-
BOARD CONDITIONS sury securities or other marketable securities,

and it is collateralized in the same manner and
A presentation of the Board’s conditions in itsto the same extent as would be required under
January 18, 1989, order (1989 FRB 192) (1988ection 23A(c) of the Federal Reserve Act if the
order), follows. Subsequent modifications tcextension of credit were made by a member
conditions are noted. In many instances, Boartlank? In the case of the risk-based component
letters approving commencement of the 1989f the Board’s capital guidelines, the deductions
powers will refer to commitment modifications for unsecured or not fully secured or inade-
granted in prior public Board letters. Accord-quately collateralized loans shall be taken
ingly, appendix G contains certain letters in50 percent from tier 1 and 50 percent from tier 2
which the Board has granted relief from com-as described above. Notwithstanding these
mitments (and frequently imposed additionaRdjustments, the applicant should continue to
conditions). The following also notes 1989 consmaintain adequate capital on a fully consoli-
ditions that arenot applicable to an underwrit- dated basis.
ing subsidiary operating under the 1987 order.
This is vital information since a company oper-
ating under the 1987 order need only compl
with the less restrictive 1987 firewall condi-

tions. (The 1987 firewall conditions are in . o .
appendix B.) Finally, the wording of Certainthe holding company maintains a strong capital

1987 and 1989 conditions may vary slightly, bugvosition to support its subsidiary banks and that

omments:

A. This condition is intended to ensure that

the intent is unchanged unless otherwise note e N rifo;[nr:g i r;gefi?g f;)hreth:)z s;npdpé)(;t sz!%%lgtiggt
The following listing of conditions reflects P P

rodifcatons made fodomestc banking orga: SCyLes T, TSI 1 underuing
nizations through January 199ZFor firewalls

: ; L . capital. In authorizing expansion of section 20

spplcatl to secton 20 Subsidaris of 00 s, he Board, in 1985, 1o frier

ensure the holding company’s ability to serve as

a source of strength, required that any loans to

the securities subsidiary also be deducted from

Capital Adequacy Conditions consolidated capital unless collateralized in
accordance with section 23A(c).

- - . . B. The substance of condition 1(a) was

Condition l(a).ln.determlnlng compllance With yrecent in both the 1987 and 1989 orders,

the Board's capital adequacy guidelines, eachyho,gh the treatment of subordinated debt that

applicant is required to deduct from its consoliajifies as SEC regulatory capital was clarified
dated capital any investment it makes in the, yhe |atter order. In addition, the Board used

underwriting subsidiary that is treated as capitghe 1989 order to discuss the treatment of sec-

in the underwriting subsidiary. In accordancgjsn 20 subsidiary capitalization under the risk-
with the risk-based component of the Board's,ggeq capital framework.

the capital guidelines, the applicant must deduct - |, approving capital and funding plans
50 percent of the amount of any investment iny,pmitted pursuant to its 1989 order, the Board
the underwriting subsidiary from tier 1 capitalpag granted standby authority for certain bank
and 50 percent from tier 2 capital. If the amount,q|ing companies to extend additional unse-
deductible from tier 2 capital exceeds actualreq credit in specified amounts to their sec-
tier 2 capital, the excess would be deducteqy, 20 supsidiaries. Where such authority is

from tier 1 capital. In calculating risk-based g ceived, the total authorized line of credit must
capital ratios, the applicant should also exclude

. 3. An extension of credit means any loan, guarantee, or
BHC Supervision Manual June 1997 other form of credit exposure, including those described in
Page 16 condition 5.



Nonbank Subsidiaries Engaged in Underwriting and Dealing (Inspection Procedures) 21

be deducted from consolidated capital in evaluand level of business projected in the capita
ating regulatory capital—regardless of whetheplan. Thus, it may be necessary to consult witt

the line has been drawn upon. Reserve Bank applications staff for purposes ©
D. Condition 1(b) isnotapplicable to compa- ascertaining limitations on a firm’'s balance-
nies operating under the 1987 order. sheet footings or type of business and to detel

E. The Board has determined that certificatemine whether additional capital is required.
of deposit and banker’'s acceptances, including/hen a significant time has elapsed after thi
such instruments issued by or accepted by ampproval process, examiners should consult wit
affiliate bank, may be used to collateralizeapplications staff concerning whether curren
extensions of credit from the parent in amountsapital levels satisfy this requirement.
equal to 100 percent of the value of the loans.

(See letter to J.P. Morgan Securities, Inc., dated

June 19, 1989). Credit Extensions to Customers of the

Underwriting Subsidiar§

Condition 2. Reserved

Condition 5.No applicant or subsidiary shall
directly or indirectly extend credit, issue or enter
Condition 3.Before commencing the new activ-into a stand-by letter of credit, asset purchas
ities, each applicant must submit to the Boarégreement, indemnity, guarantee, insurance «
acceptable plans to raise additional capital agther facility that might be viewed as enhancing
required by this order or demonstrate that it ishe creditworthiness or marketability of an ineli-

strongly capitalized and will remain so aftergible securities issue underwritten or distributec
making the capital adjustments authorized Oby the underwriting subsidiary.

required by this order. An applicant may not

commence the proposed activities until it hagsgmment:

received a Board determination that the capital

plan satisfies the requirements of this order anglhis condition is intended to prevent transfer of
has raised the additional capital required undejsk to the banking system from securities activi-

the plan. ties of affiliates and the potentially less-than-
objective credit practices that may result from
Comment: the inherent conflicts of interest when an insti-

) - ) tution acts as both a supplier of credit and
This condition was added in the 1989 orderseller of securities, as well as from unfair com-
Subsequent to the 1989 order, the Board wilpetition. The Board stated that any financia
consider capital plans during the applicatiorhacking for securities that is necessary shoul
process. come from unaffiliated lenders.

Condition 4.The underwriting subsidiary shall Condition 6.No applicant or subsidiary (other
at all times maintain capital adequate to suppokhan the underwriting subsidiary) shall know-
its activity and cover reasonably expectedngly extend credit to a customer directly or
expenses and losses in accordance with industiiydirectly secured by, or for the purpose of

norms. purchasing, any ineligible security that an affili-
ated underwriting subsidiary underwrites during
Comment: the period of the underwriting or for 30 days

thereafter, or to purchase from the underwriting
To date, capital adequacy has been considergdbsidiary any ineligible security in which the
in processing applications or reviewing capitainderwriting subsidiary makes a market. This
plans. If the section 20 subsidiary is profitablgimitation extends to all customers of the appli-
or experiencing modest losses, the examinergant and its subsidiaries, including broker-
initial on-site role is limited to verifying that the
firm’s activities are being conducted in accor—————— y
dance with the approved capital plan (condition, &, GG oL el e e
3). However, in certain instances, the Board hagey apply to the bank or thrift institution.
attempted to ensure capital adequacy by linking
its approval to a requirement that a section 2BHC Supervision Manual June 1997

subsidiary’s activities cannot exceed the type Page 17
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dealers and unaffiliated banks, but does nainy extension of credit by it or any of its subsid-
include lending to a broker-dealer for the purdaries to issuers of ineligible securities under-
chase of securities when an affiliated bank is theritten or dealt in by an underwriting subsidiary

clearing bank for such broker-dealer. are on an arm’s-length basis for purposes other
than payment of principal, interest, or dividends
Comments: on the issuer’s ineligible securities being under-

written or dealt in by the underwriting subsidi-

conflicts of interest by precluding affiliates from©on an arm’s-length basis if the terms and condi-

making loans to facilitate the purchase of securilions are substantially the same as those prevail-

ties underwritten by or in which the section 20ing at the time for comparable transactions with

subsidiary makes a market. issuers whose securities are not underwritten or
B. Questions may arise as to what constituted€alt in by the underwriting subsidiary.

making a market in securities. Such a determina-

tion must be based on the facts, but it is imporComments:

tant to note that a dealer isot presumed to . .

make a market in every security it holds or sells, A~ These conditions are designed to comple-

For example, the fact that a managing unde'r_nen’[ other credit enhancement prohibitions,
writer has a “’moral obligation” to furnish a bid such as that contained in condition 5, and at the

to repurchase securities it previously underS2me time permit other usual and regular bank-
ng relationships.

wrote does not make it a market maker. If thé . -
dealer buys bonds it had underwritten two years B: If @ section 20 subsidiary proposes to
prior and then resells them to customers or othéfderwrite or deal in securities for an issuer
dealers, that alone would not constitute marke#/h0 has an existing extension of credit, such as
making. In contrast, regularly furnishing both® committed facility, from the bank holding
bid and offer quotations would be indicative of€OMPany or its subsidiaries which would permit
making a two-sided market, that is, market mak1€ issuer to use the proceeds of the loan to
ing. Advertising or otherwise holding oneselfl€Pay such securities, the section 20 subsidiary
out as a dealer in a particular class of securitiedhould not underwrite such an issue unless—
(for example, governments, municipals, or Q) thellssuer prowdes.g representation that
equities) would also be indicative of market-@ny borrowing from an affiliated entity under
making status. th_a_t facility W|_II not be used to repay prlnupal,
dividends, or interest on securities underwritten
- ) ) by the section 20 affiliate; or
Condition 7.No applicant or any of its subsidi- (2) the affiliated lender assigns or partici-
aries may, directly or indirectly, extend credit topates out a large portion of its lending commit-
issuers of the ineligible securities underwritterinent to unaffiliated entities, so that there is
by an affiliated underwriting subsidiary for the gpstantial participation by other lenders.
purpose of the payment of principal, interest, or  The yse of multiple dealers and the fungi-
dividends on such securities. To ensure CONyje pature of money involved in many commer-
pliance with the foregoing, any credit linesgja| paper programs to obtain funds for “general
extended to an issuer by any bank holding comeqgrporate purposes” raises serious questions as
pany or any subsidiary shall provide for substang, the pona fides of an issuer’s representations
tially different timing, terms, conditions, and reqarding use of proceeds. For example, if a
maturities from the ineligible securities being.ommercial paper issuer has more than one
underwritten. It would be clear, for example,commercial paper dealer and has lines from
that a credit has substantially different terms and,naffiliated banks in an amount sufficient to
timing if it is for adocumente_d s_pecu’_;ll PUrPOSErenay paper sold by the affiliated section 20
(other than the payment of principal, interest, og psigiary, credit lines from an affiliated bank
dividends) or there is substantial participation.;n pe used to repay paper sold by other dealers
by other lenders. but may not be used to repay paper sold by the
bank. At the time the credit is drawn down, the

Condition 8.Each applicant shall adopt appro_banking affiliate’s credit administrators must
priate procedures’ inc|uding maintenance 0¢:0nfirm with the section 20 Subsidiary that the

necessary documentary records, to ensure thg@mmercial paper sold by the section 20 affiliate
is being “rolled over” (not redeemed) and that

BHC Supervision Manual June 1997 the proceeds of the loan are not being used to
Page 18 repay paper sold by the section 20 affiliate.
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Condition 9.In any transaction involving an January 1989 to specifically address concerr
underwriting subsidiary, the applicants’ thriftabout a banking organization’s multiple levels
subsidiaries shall observe the limitations of secaf involvement in leveraged transactions. The
tions 23A and 23B of the Federal Reserve AcBystem’s subsequent adoption of examinatio

as if the thrifts were banks. guidelines for highly leveraged transactions
(SR-89-5 dated February 16, 1989) has the pra
Comment: tical effect of extending conditions 11 and 12 to

all holding companies and their underwriting
All thrift transactions with affiliates are now subsidiaries, if any. (See also SR-89-23 date
subject to the restrictions imposed by sectioOctober 25, 1989).
23A and 23B of the Federal Reserve Act.

Condition 10. The requirements relating to Limitations to Maintain Separateness of

credit extensions to issuers noted in paragrapi@! Underwriting Affiliate’s Activity
5-9 above shall also apply to extensions of

credit to parties that are major users of projectgondition 13.Directors, officers, or employees

that are financed by industrial revenue bonds. of 4 pank or thrift shall not serve as a majority

of the board of directors or the chief executive

Comments: officer of an affiliated section 20 subsidiary, anc

) o . directors, officers, or employees of a section 2(

_A. This condition is intended to avoid con-gpsidiary shall not serve as a majority of the

flicts of interest and prevent the transfer of riskyoard of directors or the chief executive officer
to the banking system. of an affiliated bank or thrifs. The underwriting

B. A “major user” of a project would, for gypsidiary will have separate offices from any
example, be a business that is individuallyyffiliated bank or thrife

responsible for 50 percent or more of the lease
payments on a project financed with industrial

revenue bonds. Disclosure by the Underwriting

. . ) Subsidiary
Condition 11.Applicants shall cause their sub-

sidiary banks and thrifts to adopt policies and

procedures, including appropriate limits onCondition 14.An underwriting subsidiary will

exposure, to govern their participation inprovide each of its customers with a specia
financing transactions underwritten or arrangeéisclosure statement describing the differenc
by an underwriting subsidiary as set forth in thigoetween the underwriting subsidiary and its
order. The Reserve Banks shall ensure that theB@nk and thrift affiliates, pointing out that an
p0|icies and procedures are in p|ace at theﬁlllated bank Ol'_thl'lft could be a lender t(_) an
applicants’ subsidiary banks and thrifts andssuer, and referring the customer to the disclo
applicants shall ensure that loan documentatiosHreé documents for details. In addition, the state
is available for review by Reserve Banks tgment shall state that securities sold, offered, c
ensure that an independent and thorough credit

evaluation has been undertaken in connection——

with bank or thrift participation in such 5. With specific authority from the Board, directors of

: ; ; ubsidiary banks may serve as directors of the section 2
financing packages, and that such lending Corﬁubsidiary under certain limited conditions. By orders datec

plies with the requirements of this order andjuly 10, 1990 (1990 FRB 756) and September 23, 1991 (199
section 23B of the Federal Reserve Act. FRB 954), the Board permitted two directors of subsidiary
banks to serve as directors of the section 20 subsidiarie
where they would be less than a majority of the directors o

Condition 12.Applicants should also establishthe section 20 subsidiary. These directors were not officers c

; i~ St At e affiliated banks, nor did they have authority to conduct the
appropriate policies, procedures, and IImItatlcm%hay—to—day business of the banks or handle individual ban

regarding exposure of the holding company on gansactions. No officers of the section 20 subsidiaries wer

consolidated basis to any single customer whosgnployed by the banks.

securities are underwritten or dealt in by the 6. A; _lléhdefwriting SEbSiC:La‘?; ?_z;}ythafvte;1 officgs inltphe
. P same building as a bank or thrift affiliate if the underwritin

underwrltlng SUbSIdlary' subsidiary’s c?ffices are clearly distinguished from those of tge

bank or thrift affiliate.

Comment:

BHC Supervision Manual June 1997
Conditions 11 and 12 above were added in Page 19
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recommended by the underwriting subsidiargjo meet a retail deposit customer in a bank
are not deposits, are not insured by the Federhfanch manager’s office to discuss the sale of
Deposit Insurance Corporation, are not guararsecurities.

teed by an affiliated bank or thrift, and are not

otherwise an obligation or responsibility of such .
a bank or thrift (%nless suchpis the cgse). Th&ondition 16. Reserved

underwriting subsidiary should also disclose any

material lending rel_ations_hip between the iss‘ﬂelrnvestment Advice by Bank/Thrift
and a bank or lending affiliate of the underwrit-affiliates

ing subsidiary as required under the securities

laws and in every case whether the proceeds of

the issue will be used to repay outstandingfondition 17 An affiliated bank or thrift institu-
indebtedness to affiliates. ion may not express an opinion on the value or

the advisability of the purchase or the sale of
Comments: ineligible securities underwritten or dealt in by
an affiliated underwriting subsidiary unless the

A. Although the 1987 order did not specifi-Pank or thrift notifies the customer that the
cally require disclosure that securities soldUnderwriting subsidiary is underwriting, making
offered, or recommended by the securities sulf market, distributing, or dealing in the security.
sidiary are not insured deposits, it was implicit.

All disclosure statements should contain af=Omments:
appropriate disclaimer. . . . -

B. With respect to disclosure of any material A T0 mitigate conflicts of interest, an affili-
lending relationship, securities law requires that€d Pank or thrift must notify the customer if it
prospectuses and official statements disclodg@akes recommendations concerning securities
material lending relationships between issuerdnderwritten by, dealtin, or in which the section
and lending affiliates. It is acceptable to make &0 Subsidiary makes a market. It is acceptable to
blanket disclosure to customers advising therﬂqake a one-time blanket disclosure advising

t

to read prospectuses and offering circulars witH'at r.e.commdenda.tlons mday l'nCIEde |n(ef:!lg]|ble
respect to specific securities issues. securities underwritten or dealt in by an affiliate.

B. Bank officer bonuses may be based par-
tially upon “soft-dollar credits” generated, for
Marketing Activities on Behalf of an example, from introducing issuer or retail and
Underwriting Subsidiary institutional clients to the section 20 firm. It
would, however, be contrary to the intent of the
firewalls, as well as the interagency policy state-
ment on the retail sales of nondeposit invest-
ments products, for bank personnel to be com-
nsated directly based upon the number of
ransactions or dollar volume of transactions
introduced to the section 20 firm.

Condition 15.No underwriting subsidiary nor
any affiliated bank or thrift institution will

engage in advertising or enter into an agreeme
stating or suggesting that an affiliated bank o
thrift is responsible in any way for the under-
writing subsidiary’s obligations as required

under section 23B of the Federal Reserve Act. - ] )
Condition 18.No applicant nor any of its bank,

Comment: thrift, or trust or investment advisory subsidi-
aries shall purchase, as a trustee or in any other
Although a section 20 firm may use the samdiduciary capacity, for accounts over which they
corporate logo or a name similar to that of d)ave investment discretion, ineligible securities
banking affiliate, condition 15 is intended to(2) underwritten by the underwriting subsidiary
ensure corporate separateness of the section 28 lead underwriter or syndicate member during
subsidiary and to reduce customer confusion. Ahe period of any underwriting or selling syndi-
principal concern is to avoid giving the impres-cate, and for a period of 60 days after the
sion that section 20 investment products aréermination thereof, and (b) from the underwrit-
obligations of an affiliate bank or are FDICiNg subsidiary if it makes a market in that secu-
insured (unless they are). For example, it wouldity, unless in either case, such purchase is

be inappropriate for a section 20 representativaPecifically authorized under the instrument cre-
ating the fiduciary relationship, by court order,

BHC Supervision Manual June 1997 or by the law of the jurisdiction under which the
Page 20 trust is administered.
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Comment: period of the underwriting where the purchase
or sale results frombona fideindications of
This condition is a restatement of general prininterest from customers. Such purchases or sal
ciples of fiduciary law that prohibit self-dealing. shall not be made for the purpose of providing
It is intended to prevent conflicts of interestliquidity or capital support to the underwriting
by precluding affiliated fiduciaries from back- subsidiary or otherwise to evade the require
stopping or otherwise supporting the operationments of this Order. An underwriting subsidi-
of an underwriting affiliate. State law governsary shall maintain documentation on such
many fiduciary relationships and practices. If afransactions.”
account is governed by a state law that permits
trust customers to purchase securities from C. In certain instances when a section 2(
affiliated dealers, a Section 20 firm is not prefirm is an underwriter of ineligible securities, its
cluded from selling securities to such customaffiliates may purchase syndicate securitie
ers. If there are any questions, consult the trusfirectly from another syndicate member. Sec
examiners. tion 23B of the Federal Reserve Act permits
such a purchase of securities by a bank when ¢
affiliate of that bank is a principal underwriter of
the securities, provided that the purchase i
Extensions of Credit and Purchases and approved, before such securities are initially
Sales of Assets offered for sale to the public, by a majority of
non-officer-employee directors of the bank or
any affiliate of the bank. In lieu of consider-
Condition 19.No applicant nor any of its sub- ing each purchase individually, non-officer-
sidiaries, other than the underwriting subsidiaryemployee directors can establish prospectiv
shall purchase, as principal, ineligible securitiepurchase standards. Outside directors ar
that are underwritten by the underwriting subrequired periodically to review purchases mad
sidiary during the period of the underwriting pursuant to prospective purchase standards
and for 60 days after the close of the underwritensure that they have been followed, as well a
ing period, nor shall any applicant purchasehe standards themselves to ensure that the
from the underwriting subsidiary any ineligible continue to be appropriate in light of market anc
security in which the underwriting subsidiary other conditions. These section 23B securitie
makes a market. purchase procedures have been deemed acce
able for use by any affiliate of the section 20
firm; however, if purchases are made unde
Comments: these procedures, examiners will need to revie
directors minutes to verify prior authorization
A. Conditions 19, 21, and 22 are intended tdor such purchases.
ensure that the risk arising from the activities of D. Questions may arise concerning instance
a section 20 subsidiary is not shifted directly tdn which a section 20 firm is not a syndicate
an insured institution protected by the federainember, but is a member of a selling group (i.e.
safety net. These conditions also control fundsigned the selected dealer agreement in order
ing and prevent the perception that a bankdistribute new issue securities). Selling groug
affiliated company has an unfair competitivemembers are part of the underwriting or distri-
advantage over securities companies that are ngtition process and, therefore, all of the under
bank affiliated. writing firewalls apply with respect to ineligible
B. In an order dated January 4, 1990 (199@ecurities sold pursuant to a selected deals
FRB 158), the Board modified condition 19agreement.
to permit the purchase or sale of ineligible  However, there is no guarantee that a sell
securities between any section 20 subsidianng group member will receive an allocation of
and its affiliates involved in cross-bordersecurities. Accordingly, iho securities are allo-
underwritings: catedto the affiliated section 20 firm, the under-
) o B writing firewalls (for example, purchase of ineli-
“...inthe case of ineligible securities that giple securities from the underwriter) do not

are being issued in a simultaneous cross-bordgpply with respect to that issue of ineligible
underwriting in which the underwriting subsidi- securities.

ary and a foreign affiliate or affiliates are partici-
pating, such securities may be purchased or soBHC Supervision Manual June 1997
pursuant to an intersyndicate agreement for the Page 21
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Condition 20.An underwriting subsidiary may these transactions is to accommodate the opera-
underwrite or deal in ineligible securities issuedional needs of foreign subsidiaries andt to

by (or representing interests in, or secured byund the underwriting subsidiary or its own
obligations of) affiliates provided the securitiespositions. Approval was conditioned upon the

are— holding company providing the affiliated banks
(1) rated by an unaffiliated, nationally recog-with awritten guarantee indemnifying the banks
nized statistical rating organization, or against any losses that might arise from the

(2) issued or guaranteed by FannieMaeynderwriting subsidiary’s nonperformance. (See
FHLMC or GNMA (or represent interests in letter to J.P. Morgan Securities, Inc., dated June
securities issued or guaranteed by FannieMa#&9, 1989). Accordingly, examiners should deter-

FHLMC, or GNMA). mine whether the underwriting subsidiary
engages in repurchase agreements with affiliate
Comment: banks or their subsidiaries. If so, examiners

must verify that the holding company has

Before revising condition 20 in September 1989received specific authority, and, furthermore,
the Board had an absolute prohibition againdfsist that operating personnel document and
underwriting or dealing in securities issueddescribe how the intercompany repurchase
by affiliates or representing interests in assefdgreements accommodate the operational needs
originated by affiliates. This prohibition was Of foreign subsidiaries and are not funding
designed to mitigate conflicts of interest. Invehicles for the underwriting subsidiary.
revising condition 20, the Board considered that C. The 1989 order explicitly recognized that
the unaffiliated rating agency or the relevantinderwriting subsidiaries could act as agent for
government or government_sponsored agend eir affiliate banks in the purchase or sale of
would review the issue and thereby provide inancial assets. However, the Federal Reserve
third-party assessment of the assets. Bank of New York enters into transactions with
primary dealers only on a principal basis. Thus,
in order for an affiliated depository institution to
Condition 21(a) Applicants shall ensure that noengage in repurchase agreement transactions
bank or thrift subsidiary shall, directly or indi- with the Reserve Bank, the depository institu-
rectly, extend credit in any manner to an affili-tion must first enter into a comparable repur-
ated underwriting subsidiary or a subsidiarychase agreement transaction with the section 20
thereof; or issue a guarantee, acceptance, subsidiary. Since the section 20 subsidiary
letter of credit, including an endorsement omwould in substance only be acting as agent for
standby letter of credit, for the benefit of theits affiliated bank, the Board permitted the sec-
underwriting subsidiary or a subsidiary thereof.tion 20 subsidiary to engage in such repurchase
and reverse repurchase transactions with its
Comments: affiliate bank where the terms between the affili-
ated entities are identical to those with the
A. The restrictions precluding an affiliated Reserve Bank. (See letter to Bankers Trust dated

depository from extending credit, includingJuly 26, 1989).
repurchase agreement financing, to an under-
writing subsidiary do not apply to companies
operating under the 1987 order. However, ifcondition 21(b)This prohibition shall not apply
conducting an infrastructure review of such g0 an extension of credit by a bank or thrift to an
company to permit commencement of expandeunde.r\./vrltlng SUbSl.dlal'y that is incidental to the
powers under the 1989 order, examiners shoufrovision of clearing services by the bank or
verify that such funding arrangements can béhrift to the underwriting subsidiary with respect
terminated quickly and alternative fundingto securities of the United States or its agencies,
sources are available. or securities on which the principal and interest
B. The Board has permitted an underwritinggre fully guaranteed by the United States or its
subsidiary (operating under 1989 order) t@gencies, if the extension of credit is fully
engage in repurchase and reverse repurchasgcured by such securities, is on market terms,
agreements involving U.S. Treasury securitie@nd is repaid on the same calendar day. If the
with certain indirect (that is, Edge corporationsyntra-day clearing of such securities cannot be
subsidiaries of affiliated banks. The purpose o¢ompleted because oft@na fidefail or opera-
tional problem incidental to the clearing process
BHC Supervision Manual June 1997 that is beyond the control of the bank or thrift
Page 22 and the underwriting subsidiary, the bank or
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thrift may continue the intraday extension of C. As an exception to this provision, the
credit overnight provided the extension of crediBoard has permitted underwriting subsidiaries
is fully secured as to principal and interest aso engage in certain swap and options transa
described above, is on market terms, and isons, including interest-rate and foreign-
repaid as early as possible on the next businessrrrency swaps and foreign-exchange spot, fo

day. ward, and futures contracts with an affiliate
bank. These transactions are permitted to hedc
Comments: the underwriting subsidiary’s risk exposure anc

o . . _ . notfor funding purposes. U.S. Treasury securi:

_A. Restrictions on clearing eligible or ineli- ties must be used to collateralize 100 percent ¢
gible securities transactions aretapplicable to the risk arising from these transactions, and
companies operating under the 1987 ordefyrthermore, there must be a daily marking tc
However, because of the potential for daylighinarket. These transactions must also be col
overdrafts, this prohibition generally acts to pregucted in accordance with section 23B of the
vent section 20 subsidiaries operating under theederal Reserve Act, which requires that pur
1989 order from clearing through affiliatedchases and sales of assets between a bank ¢
banks or using affiliate bank accounts (if a selfits affiliates be conducted on terms that woulc
clearing dealer). be offered to, or would apply to, unaffiliated
B. In an order dated January 4, 1990 (199@ompanies. The Board also requires a writte
FRB 158), the Board modified this condition toguarantee indemnifying the affiliate bank agains
permit bank and thrift affiliates of all section 20any losses that m|ght arise from the underwrit

subsidiaries to provide incidental clearanceng subsidiary’s nonperformance. (See letter t
credit with respect to securities of Canada or it p, Morgan Securities, Inc., dated June 1¢

agencies, or securities on which the principaj 9g9).
fand intergst are fully guaranteed by Canada or b The Board has recognized another excey
Its agencies. tion to this condition in which a section 20
subsidiary engages in repurchase and rever
. . i repurchase agreements with respect to U.¢
Condition 22.No bank or thrift shall, directly or Treasury securities with a foreign subsidiary o
indirectly, for its own account, purchase finanne affiliated bank. The purpose of the repur:
cial assets of an affiliated underwriting subsidivnase and reverse repurchase transactions c:
ary or a subsidiary thereof or sell such asseigo; pe 1o fund the section 20 subsidiary or its
to the underwriting subsidiary or SUbSidiaryoperations, but rather must be to accommodat
thereof. This limitation shall not apply to the. he operational needs of the foreign securitie
purchase and sale of assets having a re‘s‘d'i%fﬁliates. These transactions must be secured
identifiable and publicly available market quota—4.corgance with section 23A of the Federa
tion and purchased at that market quotation fohaserve Act. They must also be conducted
purposes of section 23A of the Federal Resernvg s jength and not invoke preferential terms
Act (12 U.S.C. 371c(d)(6)), provided that thoseyy conditions in accordance with section 23B of
assets are not subject to a repurchase or revei$R Federal Reserve Act. The bank holding com
repurchase agreement betwgen thg underwriti%ny must also provide a written guarantes
subsidiary and its bank or thrift affiliafe. indemnifying the affiliated bank against any
losses that might arise from the underwriting
subsidiary’s nonperformance. (See letter to J.I
Morgan Securities, Inc., dated June 19, 1989).
E. The Board provided a further exception tc

Comments:

A. Relationships with firms operating under
the 1987 order are governed only by sectio - 2 . . )
23A and 23B of the Federal Reserve Act. (Se%"e pr_ohlbltlon against purchasing e_md selh_n;
condition 18 of the 1987 order.) inancial assets with insured d_ep_osnory affili-

B. In an order dated January 4, 1990 (199@tes. An affiliated futures commission merchan
FRB 158), the Board broadened the purchadg Permitted to match offsetting futures transac
and sale exclusion for all section 20 subsidiariedons from all affiliated entities to avoid violat-
to include direct obligations of both the U.S.N9 Commodity Futures Trading Commis-
Treasury and Canadian federal government. SION fules against sending such orders to a

exchange floor. Daily marking to market and

7. Asset purchases meeting this price-availability standarEOStmg of collateral is required, as well as

are exempt from the quantitative and qualitative restrictions T
on interaffiliated funding in sections 23A and 23B of the BHC Supervision Manual June 1997
Federal Reserve Act. Page 23
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parent bank holding company’'s guarante€omments:

indemnifying the affiliate bank against any loss

that might result from the underwriting subsid- A. This condition is included to facilitate
iary’s nonperformance. (See letter to Bankersonitoring of financial condition and compli-
Trust New York Corporation dated July 26,ance with the Board’s revenue limitation.

1989). B. The treatment of “matched book” repur-
chase agreement transactions under the Board'’s
two-year revenue test represents a classification
issue. Such repurchase agreements involve a
dealer functioning as a financial intermediary by
Condition 23.No bank or thrift shall disclose to executing offsetting repurchase and reverse
an underwriting subsidiary, nor shall an underfepurchase agreement transactions. In all
writing subsidiary disclose to an affiliated bankinstances, the interest income from reverse repos
or thrift, any nonpublic customer information on U.S. government securities is “eligible” reve-
(including an evaluation of the creditworthinesgue. The revenue test doestrequire netting of

of an issuer or other customer of that bankinterest income and expense on matched book
thrift, or underwriting subsidiary) without the repos.

Limitations on Transfers of Information

consent of that customer. C. Another revenue-classification issue per-
tains to the treatment of “loans” versus “securi-
Comment: ties.” Under the SEC'’s net-capital rule, an unse-

cured receivable is subject to a 100 percent
This condition reinforces securities law that pro-haircut” against capital. Alternatively, hold-
hibits the release of confidential informationings of privately placed investment-grade debt
without consent. In addition to specifically securities (for example, rated ESOP notes) are
requesting authorization to release informatiorsubject to regular securities haircuts (1 percent
there are a number of means for obtaining cugo 9 percent). A question may arise as to
tomer consent. Some companies have linkeothether such loans could be treated as “securi-
consent to release information with their custies” for SEC net-capital purposes, and whether
tomer disclosure form (condition 14). Custom-the derived interest income and gains (losses)
ers receive a disclosure form and are alsean be treated as eligible revenue (i.e., banks
advised that unless the section 20 subsidiafpake and sell loans) for section 20 purposes. As
receives a written objection, the client is deemetn the case of commercial paper (treated as
to have consented to the disclosure of nonpubli®ans on call reports), revenues derived from
information from an unaffiliated bank or thrift. dealing in ineligible “securities” should be
In other instances, customers are advised that Igjassified as ineligible. (See appendix D)
continuing to do business with a section 20

idi iti hat th h S .
iggzgﬁéﬁ‘ itis assumed that the customer Fransfer of Activities and Formation of
' Subsidiaries of an Underwriting
Subsidiary to Engage in Underwriting and
Reports Dealing

Condition 24. Applicants shall submit quar- Condition 25, The Board's approval of the

terly to the appropriate Federal Reserve BanQroposed underwriting and dealing activities

FOCUS reports filed with the NASD or otherextends only to the subsidiaries described
self-regulatory organizations, and detailed infor2P9V€ for which approval has been sought
mation breaking down the underwriting subsidi-" the instant applications. T_he activities may
aries’ business with respect to eligible and inelil°t be conducted by the applicants in any other

gible securities, in order to permit monitoring Ofsub5|d|ary without prior Board review. Pursuant

the underwriting subsidiaries’ compliance witht© Regulanor_w .Y’ no corporate reorganization of
the provisions of this ordér. any underwriting subsidiary, such as the estab-

lishment of subsidiaries of the underwriting
subsidiary to conduct the activities, may be con-

8. The Board now requires the quarterly submission oSUMmated without prior Board approval.
Form FR Y-20, Financial Statements for a Bank Holding

BHC Supervision Manual June 1997 Company Subsidiary Engaged in Ineligible Securities Under-
Page 24 writing and Dealing.
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Comment: Requirement for Supervisory Review
Before Commencement of Activities

This condition is intended to prevent movement

of section 20 activities to another subsidiary that

may not be subject to firewall conditions. Condition 28.An applicant may not commence
the proposed debt and equity securities unde

writing and dealing activities until the Board

has determined that the applicant has estal

lished policies and procedures to ensure compl

Limitations on Reciprocal Arrangements ance with the requirements of this order, includ
and Discriminatory Treatment ing computer, audit, and accounting systems
internal risk-management controls; and the nec

. . . essary operational and managerial infrastruc
Condition 26. No applicant nor any of itS ,re |n this regard, the Board will review in one

§ubS|d|ar|es ‘may, directly or |nd|rectly,. enteryaar whether applicants may commence unde
into any reciprocal arrangement. A reciproca

iting and dealing in equity securities based or
arrangement means any agreement, understarg!

; ) ‘determination by the Board that they have
ing, or other arrangement under which one bankgaplished the managerial and operational infrz

holding company (or subsidiary thereof) agreeg,cture and other policies and procedures ne:

to engage in a transaction with, or on behalf Ofessa to comply with the requirements of this
another bank holding company (or subsidiar;brderr_y Py .

thereof), in exchange for the agreement of the
second bank holding company (or any subsidiComment.
ary thereof) to engage in a transaction with, or )
on behalf of, the first bank holding company (orp

e rocedures for conducting the required reviev
any subsidiary thereof) for the purpose of evadz .o i the inspection procedures, sectiol

ing any requirerr_]ent of this order or any prohibi-2185.o_5l2| “Managerial and Operational
tion on transactions between, or for the benefyf ¢.ostructure ”

of, affiliates of banks established pursuant to
federal banking law or regulation.

2185.0.8 APPENDIX B—
Condition 27.No bank or thrift affiliate of 1987 BOARD CONDITIONS
ﬁ}r(ljiruergllsrlvriting subsidiary shall, directly orA. Types of Securities to Be
Underwritten

(a) acting alone or with others, extend or

deny credit or services (including clearing ser-

vices), or vary the terms or conditions thereof, it-'Sted below are the Board's conditions adopte:
the effect of such action would be to treat an” 1987 that govern underwriting and dealing in

unaffiliated securities firm less favorably thanggga$hgg]eltign%giisorngsggelt;ecrgits)fr:%cr:rr:-c
its affiliated underwriting subsidiary, unless the a.n undated firewall condition in appendix A
bank or thrift demonstrates that the extension of qth P facili N d . ppf .
denial is based on objective criteria and is con2! thus facilitate the ready review of relatec

sistent with sound business practices; or fg&?ﬁ;ts it supplemental information  is

(b) extend or d_e_ny credit or s_ervices_ orvary 1 The underwriting subsidiaries shall limit
the terms or conditions thereof with the intent Oftheir underwriting and dealing in ineligible

creating a competitive advantage for an underéecurities to the following:
writing subsidiary of an affiliated bank holding a. Municipal revenué bondthat are rated

company. as investment quality (that is, in one of the tor

four categories) by a nationally recognized rat

ing agency, except that industrial developmen

Comment: bonds in these categories shall be limited t
N ) “public ownership” industrial development

Conditions 26 and 27 were added in 1989, buonds (that is, those tax-exempt bonds in whicl

merely restate certain principles in the Bankhe issuer, or the governmental unit on behalf o
Holding Company Act and, accordingly, should

be considered applicable to any underwritinggHC Supervision Manual June 1997
subsidiary. Page 25
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which the bonds are issued, is the sole ownecondition is revised to reflect risk-based capital
for federal income tax purposes, of the financedtandards.) See appendix A, condition 1(a).
facility (such as airports and mass commuting
facilities)). .
b. Mortgage-related securitig@bligations C. Capital Adequacy
secured by or representing an interest in one- to . o ]
four-family residential real estate) rated as 3- The underwriting subsidiary shall main-
investment quality (that is, in one of the top fourtain at all times capital adequate to support its
categories) by a nationally recognized ratindictivity and cover reasonably expected expenses
agency. and losses in accorda}r)ce with industry norms.
c. Commercial papethat is exempt from See appendix A, condition 4.
the registration and prospectus requirements of 4- Applicants shall submit quarterly to the
the SEC pursuant to the Securities Act of 193&ederal Reserve Bank of New York FOCUS
and that is short term, of prime quality, andrePorts filed with the NASD or other self-
issued in denominations no smaller thaf€gulatory organizations, and detailed informa-

$100,000. tion breaking down the underwriting subsidi-
d. Consumer receivable—related securitie/ies’ business with respect to eligible and
that are rated as investment quality. ineligible securities, in order to permit monitor-

ing of the underwriting subsidiaries’ compliance
with the provisions of this order. See Appen-
Comment: dix A, condition 24.

Commercial paper to be underwritten must beD Credit Extensions by Lending

of “prime quality,” but there is no requirement fiiliates to Customers of the
that an independent rating must be Obtaine(ﬁnderwriting Subsidiary

Thus, in the absence of ratings, commercia
paper underwriting policies should be reviewed
to determine whether credit standards are co
parable to those used for commercial bank len

_5. No applicant or subsidiary shall extend
redit or, issue or enter into a stand-by letter of
! . credit, asset purchase agreement, indemnity,
ing and investment. d’nsurance, or other facility that might be viewed

NJRNG?Sf%é?bg:ati)gngﬁé L}rr:genl?v?ﬁerzdarf de:jne]gtlei as enhancing the creditworthiness or marketabil-
P Yty of an ineligible securities issue underwritten

unrated municipal revenue bonds under certai v an affiliated underwriting subsidiary. See

cireumstances. appendix A, condition 5.
6. No lending affiliate of an underwriting
. subsidiary shall knowingly extend credit to a
B. Capital Investment customer secured by, or for the purpose of pur-
. ) . chasing, any ineligible security that an affiliated
2. In determining compliance with the ,nqenyriting subsidiary underwrites during the

Board's capital adequacy guidelines, eaclyqyiqg of the underwriting, or to purchase from

applicant is required to deduct from its consoli-the underwriting subsidiary any ineligible secu-

dated capital any investment it makes in th(?ity in which the underwriting subsidiary makes

ynderwriting su!qsidiary th.at. Is treated as capitaé market. This limitation extends to all custom-
in the underwriting subsidiary. In accordance

. ; .ers of lending affiliates, including broker-dealers
with the risk-based component of the Board's - :
capital guidelines, the applicant must dedu %mddunafhllatgd kbandks,lbu; do§s not rl]ncludef
50 percent of the amount of any investment icrlen Ing to a broker-dealer for the purchase o
the underwriting subsidiary from tier 1 capitalslecu.m'ez mk }Nh'Ch r?g alf”'aéedl bagk is the
and 50 percent from tier 2 capital. If the amounf;.eii'ng gf‘. ogsuc roker-deaier. see appen-
deductible from tier 2 capital exceeds actual tiefX A condition 6. . o

2 capital, the excess would be deducted from /- NO applicantor any of its subsidiaries may
tier 1 capital. In calculating risk-based capitalMake loans to issuers of ineligible securities
ratios, the applicant should also exclude th&nderwritten by an affiliated underwriting sub-
underwriting subsidiary’s assets from the holdSidiary for the purpose of the payment of princi-

ing company’s consolidated assets. (Thi®al and interest on such securities. To ensure
compliance with the foregoing, any credit lines

BHC Supervision Manual June 1997 extended to an issuer by any lending subsidiary
Page 26 of the bank holding company shall provide for
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substantially different timing, terms, conditions,statement describing the difference between th
and maturities from the ineligible securitiesunderwriting subsidiary and its banking affili-
being underwritten. It would be clear, for exam-ates, pointing out an affiliated bank could be ¢
ple, that a credit has substantially different terméender to an issuer, and referring the customer t
and timing if it is for a documented specialthe disclosure document for details. The state
purpose (other than the payment of principament shall also indicate that the obligations o
and interest) or there is substantial participatiothe underwriting subsidiary are not those of an)
by other lenders. See appendix A, condition 7. affiliated bank and that the bank is not respon

8. Each applicant shall adopt appropriate prosible for securities sold by the underwriting
cedures, including maintenance of necessaE'bS'd'aW- The underwriting subsidiary shoulc
documentary records, to ensure that any exteflisclose any material lending relationship
sions of credit to issuers of ineligible securitied?&tween the issuer and a bank or lending affili
underwritten or dealt in by an underwriting sub-2t€ of the underwriting subsidiary as requirec
sidiary are on an arm’s-length basis for pur_under the securities laws and, in every case

poses other than payment of principal and intet¥nether the proceeds of the issue will be use
est on the issuer’s ineligible securities beingg’ repay out_standlng !r_ldebtedness to affiliate:
ee appendix A, condition 14.

underwritten or dealt in by the subsidiary. An e S -
extension of credit is considered to be on an 12. No underwriting subsidiary nor any affili-

arm’s-length basis if the terms and condition?ted bank or thrift institution will engage in

. o vertising or enter into an agreement stating ¢
are substantially the same as those prevailing %ﬁggesting that an affiliated bank is responsibl

the time for compg'rable transactions WIFh issur any way for the underwriting subsidiary’s
ers whose securities are not underwritten

Of . X i
dealt in by the underwriting subsidiaries. Seébkgat;{oensse.s:g appendix A, condition 15.

appendix A, condition 8.
9. The requirements relating to credit exten-
sions to issuers noted in paragraphs 5-8 aboys. |nvestment Advice by Bank/Thrift
shall also apply to extensions of credit to partiegffiliates
that are major users of projects that are financed
by industrial revenue bonds. See appen- 14. An affiliated bank or thrift institution may
dix A, condition 10. not express an opinion with respect to the advis
ability of the purchase of ineligible securities
underwritten or dealt in by an underwriting sub-
E. Limitations to Maintain Separateness sidiary unless the bank or thrift affiliate notifies
of an Underwriting Affiliate’s Activity the customer that its affiliated underwriting sub-
sidiary is underwriting or making a market in
10. Directors, officers, or employees of athe security. See appendix A, condition 17.
bank or thrift shall not serve as a majority of the
board of directors or the chief executive officer
of an affiliated section 20 subsidiary, and direcH. Conflicts of Interest
tors, officers, or employees of a section 20 sub-
sidiary shall not serve as a majority of the board 15. No applicant nor any of its subsidiaries,
of directors or the chief executive officer of anpther than the underwriting subsidiary, shall pur-
affiliated bank or thrift. The underwriting sub- chase, as principal, ineligible securities that ar
sidiary will have separate offices from any bankynderwritten by the underwriting subsidiary dur-
or thrift subsidiary of the applicant. (An under-ing the period of the underwriting and for
writing subsidiary may have offices in the samesQ days after the close of the underwriting
building as a bank or thrift subsidiary of anperiod, or shall purchase from the underwriting
applicant if the underwriting subsidiary’s officessubsidiary any ineligible security in which the
are clearly distinguished from those of the bankinderwriting subsidiary makes a market. Se
or thrift.) appendix A, condition 19.
16. No applicant nor any of its bank, thrift, or
trust or investment advisory company subsidi

F. Disclosure by the Underwriting aries shall purchase, as a trustee or in any oth
Subsidiary fiduciary capacity, for accounts over which
11. An underwriting subsidiary will provide BHC Supervision Manual June 1997

each of its customers with a special disclosure Page 27
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they have investment discretion, ineligibleand no officers or employees of the underwrit-
securities— ing subsidiary may disclose such information to
(i) underwritten by the underwriting sub- its affiliates. See appendix A, condition 23.
sidiary as lead underwriter or syndicate member
during the period of any underwriting or selling
syndicate, and for a period of 60 days after thd. Formation of Subsidiaries of an
termination thereof; and Underwriting Subsidiary to Engage in
(i) from the underwriting subsidiary, if it Underwriting and Dealing
makes a market in that security, unless, in either
case, such purchase is specifically authorized 20. Pursuant to Regulation Y, no corporate
under the instrument creating the fiduciary€organization of an underwriting subsidiary,
relationship, by court order, or by the lawsuch as the establishment of subsidiaries of the
of the jurisdiction under which the trust isunderwriting subsidiary to conduct the activi-
administered. See appendix A, condition 18.  ties, may be consummated without prior Board
17. An underwriting subsidiary may not approval. See appendix A, condition 25.
underwrite or deal in ineligible securities issued
by its affiliates or representing interests in, or,

At i 185.0.9 APPENDIX C—
secured by, obligations originated or sponsore
by its affiliate, except for— IREWALL CONDITIONS

a. securities of affiliates, if the securitiesAPPLlCABLE TO FOREIGN BANK

are rated by a nonaffiliated, nationally recog-SUBSIDIARIES
nized rating organization or are issued or guar-=
anteed by the Federal National Mortgag
Association, Federal Home Loan Mortgage Cor
poration, or Government National Mort-

gﬁﬁgaﬁgf‘g?ﬁgn’ or represent interests in su effect on non-U.S. operation€IBC, 1990 FRB

b. grantor trusts or special-purpose Corpo_158). The Board determined that, consistent

rations created to facilitate underwriting of secuWIth the International Banking Act of 1378 and

rities backed by residential mortgages origi-its policy of national treatment, foreign banks

- .7 must conduct their section 20 activities in the
23:%?“?;] e;gonaﬁlllated lender. See appendix Al’Jnited States. within the framework of pruden-

18. All purchases and sales of assets betweéiﬁ“ limitations established for domestic organi-
bank (or thrift) affiliates and an underwriting zations. However, the Board decided to modify

subsidiary (or third parties in which the under-the funding and certain operational require-

writing subsidiary is a participant or has a finanMeNts of the firewall cond|t|.ons for forelgn
cial interest, acts as agent or broker, or receivé%anks to preve_nt u.S. reg_ulatlon from m_terfer-
a fee for its services) will be at arm’s length an ngIW|th operations of foreign pgnkg outside the
on terms no less stringent than those applicab ﬂ'ted_ States. These modifications are as
to unrelated third parties, and will not involve oflows:
low-quality securities, as defined in section 23A 1. Capital Requirements of the Parent
of the Federal Reserve Act. See appendix Aroreign Bank
condition 22. A foreign bank would generally be consid-
ered to have adequate capital to underwrite or
deal in debt or equity securities in the United
I. Limitations to Address Possible Unfair States if (1) both before and after deduction of
Competition investments in and unsecured loans to the under-
writing subsidiary, the foreign bank meets the
19. No lending affiliates of an underwriting fisk-based capital standards established by its
subsidiary may disclose to the underwriting subhome-country supervisor under the Basle
sidiary any nonpublic customer informationAccord; (2) the home-country supervisor
consisting of an evaluation of the creditworthi-informs the Board that the applicant organiza-
ness of an issuer or other customer of the undefion is in good standing with the supervisor;
writing subsidiary (other than as required by(3) the U.S. offices, subsidiary banks, and any
securities laws and with the issuer's consent)y-S. holding company of the foreign bank are in
satisfactory condition and adequately capital-
BHC Supervision Manual June 1997 ized; and (4) other financial and managerial
Page 28 measures indicate that the foreign bank may

oreign bank applications to engage in sec-
tion 20 activities requested relief from several
of the firewall conditions on the grounds that
aﬁict application would have an inappropriate
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be a source of strength to its U.S. bankingpplicants from having any significant competi-
operations. tive advantage in the United States over sectio
2. Funding of the Section 20 Affiliate 20 subsidiaries and non-bank-owned securitie

A section 20 subsidiary may not be fundeJ'rmS' A listing of these conditions follows.

by an applicant's U.S. bank, thrift, branch, or
agency. A foreign bank may be permitted to

invest in and lend to the section 20 subsidiaryA' Capital Adequacy Conditions

as though the foreign bank is a bank holding 1. The applicant must meet internationally

company. accepted risk-based capital requirements befo
3. Credit Extensions by the Parent Foreign and after deduction from the applicant’s consoli-
Bank to Customers of the Section 20 Subsidiargated capital of (a) any investment it makes ir

Conditions 5-12 of the J.P. Morgan orderthe underwriting subsidiary that is treated as
were modified so that they are applicable onlyapital in that subsidiary, and (b) any credit the
to credit transactions by any U.S. bank or nonapplicant or a subsidiary extends directly or
bank affiliate or office. However, the section 20indirectly to the underwriting subsidiary unless
subsidiary is prohibited from participating in anthe extension of credit is fully secured by U.S.
underwriting in which the section 20 subsidiaryTreasury securities, securities that are direc
knows that an affiliate (foreign or domestic) isobligations of the Canadian federal governmen
providing credit enhancements. or other marketable securities, and is collateral

In addition, the section 20 subsidiary isized in the same manner and to the same exte
prohibited from arranging for, or participatingas would be required under section 23A(c) o
in, any arrangement whereby a foreign affiliatéhe Federal Reserve Act if the extension o
provides credit— credit were made by a member bahk.

(a) to a customer for the purpose of pur- 2. In calculating risk-based capital ratios, the
chasing ineligible securities underwritten orapplicant should deduct 50 percent of the
dealt in by the section 20 subsidiary; or amount of any investment in, and 50 percent o

(b) to an issuer for the purpose of payingany unsecured or not fully secured or inad-
principal, interest, or dividends on ineligible equately collateralized loans to, the underwrit
securities underwritten by the section 20ng subsidiary from tier 1 capital and 50 percen
affiliate. from tier 2 capital. The applicant should also

) . exclude the underwriting subsidiary’s asset:
4. Transactions between the Section 20 from ts consolidated assets. Notwithstanding
Affiliate and Its Foreign Securities Company  these adjustments, the applicant should contint

Affiliates » _to maintain adequate capital on a fully consoli-
Purchases and sales of securities resultingated basis.

from bona fide customer demand for securities 3 Reserved

that have been issued in a simultaneous cross-4. The underwriting subsidiary shall main-
border offering are permitted. Domestic bankajn at all times capital adequate to support it
holding companies, as well as foreign banks, argetivity and cover reasonably expected expens

also permitted to use this authority. and losses in accordance with industry norms.
5. Treatment Accorded Canadian . ]
Governmental Securities B. Credit Extensions to Customers of the

Canadian governmental securities are to b&Jnderwriting Subsidiary?
treated like U.S. governmental securities for pur-
poses of exemptions from certain firewalls con- 5. (&) No U.S. affiliate or branch or agency
sistent with the U.S.—Canada Free-Trade Agre@f the applicant shall directly or indirectly

ment. This modification applies to domesticextend credit or issue or enter into a stand-b
bank holding companies. letter of credit, asset purchase agreemen

6. PurChas_e of S_ecurities Where Affiliate Has 9. An extension of credit means any loan, guarantee, o
Investment Discretion other form of credit exposure, including those described ir
Condition 18 of the J.P. Morgan order wascondition 5. ] 3
modified so that it only applied to a U.S. bank, 10 Unless otherwise stated, these conditions shall apply !
! . ) s a subsidiary of a bank or thrift institution to the same extent a:
thrift, trust, or investment advisory subsidiary Ofiey apply to the bank or thrift institution.
the foreign bank holding company.
Notwithstanding these modifications, the fireBHC Supervision Manual June 1997
walls are intended to prevent foreign bank Page 29
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indemnity, guarantee, insurance, or other facilgible securities underwritten by the underwrit-
ity that might be viewed as enhancing the creding subsidiary for the purpose of the payment of
itworthiness or marketability of an ineligible principal, interest, or dividends on such securi-
securities issue underwritten or distributed byies and shall not underwrite any ineligible secu-
the underwriting subsidiary. rities of an issuer if it becomes aware that an
(b) The underwriting subsidiary shall notaffiliate is providing credit to an issuer for such
underwrite or distribute ineligible securities if purposes.
the underwriting subsidiary is aware in the ordi- (c) These limitations would be inappli-
nary course of conducting a due-diligencecable to any credit lines extended to an issuer by
review that an affiliate is extending credit orany applicant or any subsidiary of an applicant
issuing or entering into a stand-by letter ofthat provide for substantially different timing,
credit, asset purchase agreement, indemnitierms, conditions, and maturities from the ineli-
guarantee, insurance, or other facility that mighgible securities being underwritten. It would be
be viewed as enhancing the creditworthiness @lear, for example, that a credit has substantially
marketability of such ineligible securities. different terms and timing if it is for a docu-
6. (a) No U.S. affiliate or branch or agencymented special purpose (other than the payment
of the applicant (other than the underwritingof principal, interest, or dividends) or there is
subsidiary) shall knowingly extend credit to asubstantial participation by other lenders.
customer directly or indirectly secured by, or for 8. Each applicant shall adopt appropriate pro-
the purpose of purchasing, any ineligible secusedures, including maintenance of necessary
rity that the underwriting subsidiary underwritesdocumentary records, to ensure that any exten-
during the period of the underwriting or for sion of credit by any of its U.S. affiliates,
30 days thereafter, or to purchase from théranches, or agencies to issuers of ineligible
underwriting subsidiary any ineligible securitysecurities underwritten or dealt in by an under-
in which the underwriting subsidiary makes awriting subsidiary are on an arm’s-length basis
market. for purposes other than payment of principal,
(b) The underwriting subsidiary shall notinterest, or dividends on the issuer’s ineligible
arrange for an applicant or any of its subsidisecurities being underwritten or dealt in by the
aries to extend, or knowingly participate in anyunderwriting subsidiary. An extension of credit
arrangement whereby an applicant or any df considered to be on an arm’s-length basis if
its subsidiaries extends, credit to a customehe terms and conditions are substantially the
directly or indirectly secured by, or for the pur-same as those prevailing at the time for compa-
pose of purchasing, any ineligible security thatable transactions with issuers whose securities
the underwriting subsidiary underwrites duringaré not underwritten or dealt in by the under-
the period of the underwriting or for 30 dayswriting subsidiary.
thereafter, or to purchase from the underwriting 9. In any transaction involving an underwrit-
subsidiary any ineligible security in which theing subsidiary, an applicant’s thrift subsidiaries
underwriting subsidiary makes a market. shall observe the limitations of sections 23A
(c) These limitations extend to all custom-and 23B of the Federal Reserve Act as if the
ers of the applicant and its subsidiaries, includthrifts were banks?
ing broker-dealers and unaffiliated banks, but do 10. The requirements relating to credit exten-
not include lending to a broker-dealer for theSions to issuers noted in paragraphs 5-9 above
purchase of securities where an affiliated bank ishall also apply to extensions of credit to parties
the clearing bank for such broker-dealer. that are major users of projects that are financed
7. (a) No U.S. affiliate or branch or agencyby industrial revenue bonds.
of the applicant may, directly or indirectly, 11. Applicants shall cause their U.S. bank
extend credit to issuers of ineligible securitiesand thrift subsidiaries, branches, and agencies to
underwritten by the underwriting subsidiary foradopt policies and procedures, including appro-
the purpose of the payment of principal, interpriate limits on exposure, to govern their partici-
est, or dividends on such securities. pation in financing transactions underwritten or
(b) The underwriting subsidiary shall notarranged by an underwriting subsidiary as set
arrange for an applicant or any of its subsidiforth in this order. T_h_e Reserve Banks shall_
aries to extend, or knowingly participate in anyensure that these policies and procedures are in
arrangement whereby an applicant or any of its

subsidiaries extends, credit to an issuer of ineli- 11. The Board notes that the applicants in these cases do

. not currently own thrift subsidiaries in the United States. The
BHC Supervision Manual June 1997 Board is including this limitation as part of a general frame-
Page 30 work for foreign banks operating in the United States.




Nonbank Subsidiaries Engaged in Underwriting and Dealing (Inspection Procedures) 21

place at the applicants’ U.S. bank and thrifissuer and referring the customer to the disclo
subsidiaries, branches, and agencies and shallre documents for details. In addition, the state
ensure that loan documentation is available foment shall state that securities sold, offered, c
review by Reserve Banks to ensure that amecommended by the underwriting subsidiary
independent and thorough credit evaluation haare not deposits, are not insured by the Feder
been undertaken in connection with the particiDeposit Insurance Corporation, are not guarar
pation by the bank, thrift, branch, or agency inteed by an affiliated bank or thrift or branch or
such financing packages and that such lendiragency, and are not otherwise an obligation ©
complies with the requirements of this order andesponsibility of such a bank or thrift or branch
section 23B of the Federal Reserve Act. or agency (unless such is the case). The unde

12. The applicants’ U.S. bank and thrift sub-writing subsidiary should also disclose any
sidiaries and branches and agencies should alsmaterial lending relationship between the issue
establish appropriate policies, procedures, arehd a bank or lending affiliate of the underwrit-
limitations regarding exposure of the applicantsing subsidiary as required under the securitie
U.S. subsidiaries and offices on a consolidateldws and in every case, to the extent known
basis to any single customer whose securitieghether the proceeds of the issue will be used t
are underwritten or dealt in by the underwritingrepay outstanding indebtedness to affiliates.
subsidiary.

E. Marketing Activities on Behalf of an
C. Limitations to Maintain Separateness Understanding Subsidiary
of an Underwriting Affiliate’s Activity
15. No underwriting subsidiary nor any affili-

13. Directors, officers, or employees of theated U.S. bank or thrift institution, branch, or
applicant's U.S. bank or thrift subsidiaries,agency will engage in advertising or enter intc
branches, or agencies shall not serve as a majein agreement stating or suggesting that an affil
ity of the board of directors or the chief execu-ated U.S. bank, thrift, branch, or agency is respor
tive officer of an affiliated section 20 subsidiary,sible in any way for the underwriting subsid-
and directors, officers, or employees of a sectiofary’s obligations as required for affiliates of
20 subsidiary shall not serve as a majority of thenember banks under section 23B of the Feder:
board of directors or the chief executive offi-Reserve Act.
cer2 of an affiliated U.S. bank or thrift subsidi- 16. Reserved
ary, branch, or agency of an applicant, except
that the manager of a branch or agency may act

as a director of the underwriting subsidiary.E |nvestment Advice by Bank/Thrift
offices from any bank or thrift subsidiary or
branch or agency of the applicalit. 17. An affiliated U.S. bank or thrift institu-
tion or a U.S. branch or agency may not expres
. » an opinion on the value or the advisability of the
D. Disclosure by the Underwriting purchase or the sale of ineligible securities unde
Subsidiary written or dealt in by an affiliated underwriting
- o ) . subsidiary unless the affiliated institution,
14. An underwriting subsidiary will provide pranch, or agency notifies the customer that th
each of its customers with a special disclosurgnderwriting subsidiary is underwriting, making
statement describing the difference between the market, distributing, or dealing in the security.
underwriting subsidiary and its bank and thrift 18 No U.S. bank, thrift, or trust or invest-
U.S. branch or agency could be a lender t0 aftystee or in any other fiduciary capacity, for
accounts over which they have investment dis
12. For purposes of this firewall, the manager of a U.sCretion ineligible securities (a) underwritten by
branch or agency of a foreign bank normally will be consid-the underwriting subsidiary as lead underwritel
ered to be the chief executive officer of the branch or agencygr syndicate member during the period of any

13. An underwriting subsidiary may have offices in the i B ;
same building as a bank or thrift subsidiary or branch orunderwntmg or selling syndicate, and for a

agency of the applicant if the underwriting subsidiary’s offices T
are clearly distinguished from those of the bank, thrift, branchBHC Supervision Manual June 1997
or agency. Page 31
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period of 60 days after the termination thereofpr a subsidiary thereof; or issue a guarantee,
and (b) from the underwriting subsidiary if it acceptance, or letter of credit, including an
makes a market in that security, unless, in eithegndorsement or standby letter of credit, for the
case, such purchase is specifically authorizeloenefit of the underwriting subsidiary or a sub-
under the instrument creating the fiduciarysidiary thereof.
relationship, by court order, or by the law (b) This prohibition shall not apply to an
of the jurisdiction under which the trust is extension of credit by an affiliated bank or thrift
administered. subsidiary, branch, or agency to an underwriting
subsidiary that is incidental to the provision of
clearing services by such affiliate, branch, or
agency to the underwriting subsidiary with
G. Extensions of Credit and Purchases respect to securities of the United States or
and Sales of Assets Canada or their agencies, or securities on which
the principal and interest are fully guaranteed by

19. An underwriting subsidiary may not sellthe United States or Canada or their agencies, if
to any affiliate that is acting as principal in thethe extension of credit is fully secured by such
transaction, ineligible securities that are undersecurities, is on market terms, and is repaid on
written by the underwriting subsidiary duringthe same calendar day. If the intraday clearing
the period of the underwriting and for 60 daysof such securities cannot be completed because
after the close of the underwriting period, or anyof @ bona fide fail or operational problem inci-
ineligible security in which the underwriting dental to the clearing process that is beyond the
subsidiary makes a market, except that, in thgontrol of the affiliate, branch, or agency and the
case of ineligible securities that are being issuednderwriting subsidiary, the affiliate, branch, or
in a simultaneous cross-border underwriting irRgency may continue the intraday extension of
which the underwriting subsidiary and a foreigncredit overnight provided the extension of credit
affiliate or affiliates are participating, such secuis fully secured as to principal and interest as
rities may be purchased or sold pursuant to aflescribed above, is on market terms, and is
intersyndicate agreement for the period of théepaid as early as possible on the next business
underwriting where the purchase or sale result@ay- . .
from bona fide indications of interest from cus- 22. No bank or thrift subsidiary (or U.S.
tomers. Such purchases or sales shall not anch or agency of a foreign bank) shall,
made for purposes of providing liquidity or dlrectly.or |nd|rectly, for its own account, pur-
Capitai support to the underwriting Subsidiary ophase fln_ar_ICIaI assets of an affiliated underwrit-
otherwise to evade the requirements of thif1g subsidiary or a subsidiary thereof or sell
order. An underwriting subsidiary shall main-such assets to the underwriting subsidiary or
tain documentation on such transactions. subsidiary thereof. This limitation shall not

20. An underwriting subsidiary may not apply to the purchase and sale of assets having a
underwrite or deal in any ineligible securitiesreadily identifiable and publicly available mar-
issued by its affiliates or representing interest’et quotation and purchased at that market quo-
in’ or secured by’ Obiigations Originated or Spontatlon for purposes of section 23A of the Feqeral
sored by its affiliates (except for grantor trustdReserve Act (12 U.S.C. 371c(d)(6)), provided
or special purpose corporations created to facilthose assets are not subject to a repurchase or
tate underwriting of securities backed by asset§¢verse repurchase agreement between the
originated by a non-affiliated lender) unless sucHnderwriting subsidiary and its bank or thrift
securities are rated by an unaffiliated, nationallgffiliate.
recognized rating organization or are issued or
guaranteed by the Federal National Mortgage
Association, the Federal Home Loan Mortgage o
Corporation, or the Government National Mort-H. Limitations on Transfers of
gage Association or represent interests in secufipfformation
ties issued or guaranteed by such agencies.

21. (a) Applicants shall ensure that no U.S. 23. No U.S. bank, thrift, branch, or agency
bank or thrift subsidiary, branch, or agencyshall disclose to an affiliated underwriting sub-
shall, directly or indirectly, extend credit in any Sidiary, nor shall an underwriting subsidiary dis-
manner to an affiliated underwriting subsidiaryclose to an affiliated bank, thrift, branch, or
agency, any nonpublic customer information
BHC Supervision Manual June 1997 (including an evaluation of the creditworthiness
Page 32 of an issuer or other customer of that bank,
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thrift, branch, agency, or underwriting subsidi- 27. No U.S. bank or thrift subsidiary or

ary) without the consent of that customer. branch or agency of an applicant shall, directly
or indirectly—

(a) acting alone or with others, extend or

deny credit or services (including clearing ser-

. Reports vices), or vary the terms or conditions thereof, if

. . . the effect of such action would be to treat ar

24. Applicants shall submit to the appropri- nafiliated securities firm less favorably than

ate Federal Reserve Bank quarterly FOCU%S affiliated underwriting subsidiary, unless the

reports filed with the NASD or other self- 5y thyift, branch, or agency demonstrates th:
r_egulatory_organlzatlons, and detg_lled mfor_m_athe extension or denial is based on objectiv
tion breaking down the underwriting subsidi-

. . . J riteria and is consistent with sound busines
aries’ business with respect to eligible and, ,tices: or
ineligible securities, in order to permit moni- .

. o L . (b) extend or deny credit or services or
toring of the underwriting subsidiaries’ compli-\ 41y ‘the terms or conditions thereof with the
ance with the provisions of this order.

intent of creating a competitive advantage for ar
underwriting subsidiary of an affiliated bank
holding company.

J. Transfer of Activities and Formation of

Subsidiaries of an Underwriting ) ) )
Subsidiary to Engage in Underwriting andL. Requirement for Supervisory Review
Dealing Before Commencement of Activities

25. The Board’s approval of the proposed 28. Anapplicant may not commence the pro:
underwriting and dealing activities extends onlyposed debt or equity securities underwriting an
to the subsidiaries described above for whicldlealing activities until the Board has determinec
approval has been sought in the instant applicdhat the applicant has established policies an
tions. The activities in the United States may noprocedures to ensure compliance with the
be conducted by the applicants in any othefequirements of this order, including computer
subsidiary without prior Board review. Pursuanigudit, and accounting systems; internal risk
to Regulation Y, no corporate reorganization ofnanagement controls; and the necessary opel
an underwriting subsidiary, such as the estafional and managerial infrastructure. In this
lishment of subsidiaries of the underwriting sub+egard, the Board will review whether an appli-
sidiary to conduct the activities, may be con€ant may commence underwriting and dealin
summated without prior Board approval. in equity securities based on a determination b

the Board that the underwriting subsidiary ha:
established the managerial and operational infr

K. Limitations on Reciprocal structure and other policies and procedures ne
Arrangements and Discriminatory essary to comply with the requirements of this
Treatment order.

26. No applicant nor any of its subsidiaries

may, directly or indirectly, enter into any recip-2185.0.10 APPENDIX D—
rocal arrangement. A reciprocal arrangemersOARD CONDITIONS FOR PRIVATE-
means any agreement, understanding, or othe ACEMENT AND RISKLESS-

arrangement under which one bank holdingPRINCIPAL TRANSACTIONS
company (or subsidiary thereof) agrees to

engage in a transaction with, or on behalf ofa  Pprivate Placement

another bank holding company (or subsidiary

thereof), in exchange for the agreement of th@ bank holding company or its subsidiary may
second bank holding company (or any subsidiact as agent for the private placement of secur
ary thereof) to engage in a transaction with, ofies in accordance with the requirements of th
on behalf of, the first bank holding company (orsecurities Act of 1933 and the Rules of the
any subsidiary thereof) for the purpose of evadsecurities and Exchange Commission, if the

ing any requirement of this order or any prohibi-company engaged in the activity does not pur
tion on transactions between, or for the benefit

of, affiliates of banks established pursuant tBHC Supervision Manual June 1997
federal banking law or regulation. Page 33
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chase or repurchase for its own account thenderwriting or for 30 days thereafter) or dealer.
securities being placed, or hold in inventoryin this regard, a company or its affiliates may
unsold portions of issues of these securities. Se®t enter quotes for specific bank-ineligible
section 225.28(b)(7)(iii) of Regulation Y. securities in any dealer quotation system in con-
nection with the company’'s riskless-principal
transactions; except that the company and its
B. Riskless Principal affiliates may enter “bid” or “ask” quotations,
or publish “offering wanted” or “bid wanted”

1. A bank holding company or its subsidiarynotices on trading systems other than NASDAQ
may engage in buying and selling in the secondsr an exchange, if the company or its affiliates
ary market all types of securities on the order ofloes not enter price quotations on different sides
customers as a riskless principal to the extent aif the market for a particular security during
engaging in a transaction in which the companyany two-day period.
after receiving an order to buy (or sell) a secu- 2. See 12 C.F.R. 225.28(b)(7)(ii).
rity from a customer, purchases (or sells) the
security for its own account to offset a contem-
poraneous sale to (or purchase from) the cu€omment:
tomer. This does not include—

(a) selling bank-ineligible securities at thelt is permissible for one side of a riskless-
order of a customer that is the issuer of therincipal transaction to be scheduled for settle-
securities, or selling bank-ineligible securities irment before the regular-way settlement date
any transaction in which the company has dor the underlying security. However, the other
contractual agreement to place the securities a&e of the transaction must be scheduled to
agent of the issuer; or settle on or before the regular-way settlement

(b) acting as a riskless principal in anydate (for example, providing immediate funds
transaction involving a bank-ineligible securityby purchasing a municipal revenue bond for
for which the company or any of its affiliates cash settlement, but settling the sell side the
acts as an underwriter (during the period of theegular way).

BHC Supervision Manual June 1997
Page 34



Nonbank Subsidiaries Engaged in Underwriting and Dealing (Inspection Procedures) 21

2185.0.11 APPENDIX E—Sample First Day Letter

Mr./Ms. President
XYZ Securities Corporation
New York, NY 10015

Dear Mr./Ms.

As requested, we plan to begin our inspection (or review
of the managerial and operational infrastructure) at (company)
on . To facilitate this inspection (or review),
please provide the following information.

Internal Controls

1. Provide an organization chart (i.e., organizational units
and number of staff in each) for (company) and any (holding
company) unit that provides services to (company), and the
responsibilities of each organizational unit. Indicate also
the name of the officer or supervisor that heads each unit
and include copies of biographies or SEC Form U-4
(“Uniform Application for Securities Industry Registration
or Transfer”) for those individuals. Also include an
organization chart for (company’s) subsidiaries, a listing
of each subsidiary’s responsibilities, and the name of the
officer that heads each unit.

2. Describe generally the transactional procedures for
underwriting and trading activities (e.g., steps taken
prior to underwriting, preparation of transaction
accounting tickets, confirmation of transactions).

3. Provide the procedures that have been established by the
(holding company) organization to ensure organizational
compliance with the Board of Governors’ conditions of
approval, including how these procedures are communicated
to the appropriate areas of the (holding company)
organization.

4. Identify the entity(ies) that will clear (company’s)
securities transactions.

Risk-Management Control

1. Provide the policies established by (company’s) board of
directors on the types of securities that can be
underwritten and traded and on position limitations (by
security, by trader, and for the subsidiary in the
aggregate), as well as documentation on how such policies
are implemented.

2. Describe the procedures that are used to monitor position
limitations and other restrictions imposed by the board of
directors.

3. Provide the standards that have been established for
securities that are to be underwritten or traded.

BHC Supervision Manual June 1997
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2185.0.11 APPENDIX E—Sample First Day Letter—Continued

-2 -

4. Describe the analyses that are undertaken prior to
underwriting or trading of securities (e.g., credit
analysis, market acceptability).

5. Provide the policies and procedures that exist on risk-
reduction techniques (e.g., hedging, syndications).

6. Describe the insurance coverage related to securities
activities, including coverage maintained by (holding

company) for (company) and coverage acquired by (company)
directly.

Accounting System

1. Describe the accounting system and procedures (with
flowcharts), and the reports produced by the system for
underwriting and trading activities, including origination
of data, data entry, posting of accounts, reconciliation of
underwriting commitments and trading positions, and
revaluation procedures.

2. Provide a descriptive chart of accounts (all general ledger
accounts) used by (company).

3. Provide financial statements and requested documentation as
of (most recent quarter) including—

(a) (company) balance sheet;

(b) (company) income statement;

(c) (company) general ledger trial balance and adjustments,
if any, required to prepare the FOCUS report and the
FR Y-20;

(d) (holding company) consolidated financial statements,
and accounting adjustments to (company’s) financial
statements required in preparing Federal Reserve Form
FR Y-9C; and

(e) consolidated leverage and risk-based capital ratios,
including and excluding (company) and accounting
adjustments required in “‘deconsolidation.”

Computer System

1. Provide a description of all internal and external computer
systems (include software and service arrangements) and a
list of all applications on the systems.

2. Provide written EDP emergency plans, detailing equipment
and data-file backup, including documentation evidencing
testing of emergency plans and backup arrangements.

3. For any external computer systems and service arrangements,
provide documentation on recent internal and external audit
reviews of the servicer and recent financial reports.

Audit Program

1. Identify the department and officers responsible for
conducting internal audits of (company), and provide brief
biographies of key audit individuals.

BHC Supervision Manual June 1997
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2. Provide copies of the (past year) and (current year) audit
plans for (company).

3. Provide a list of audits related to (company’s) activities
conducted in (the past year) and (current year) to date,
and copies of these reports.

4. Have available for review a full set of the audit
procedures employed, including those drafted for audits of
the new securities powers and the control procedures to
ensure compliance with the conditions of the Board's
applicable section 20 order(s).

5. Provide a copy of the most recent report of examination by
(company’s) primary regulator (e.g., NASD, NYSE).

Other

1. Provide a listing showing names and business affiliations
of directors and officers of (company).

2. Provide copies of parent company guaranty indemnifying
affiliate banks against losses in furnishing approved swap
and option transactions, etc., if (company) has received
Board authorization to engage in these types of
transactions.

3. Provide copies of any service agreements between (company)
and its affiliated banks and thrifts.

Sincerely yours,

Federal Reserve Bank of New York

BHC Supervision Manual June 1997
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2185.0.12 APPENDIX F— order acknowledging the Reserve Bank's con-
PREPARING FOR INSPECTION clusion that applicant has a satisfactory manage-
rial and operational infrastructure.

Examiners are encouraged to obtain certain A. If the Board’s letter authorizing the
materials from the Reserve Bank examinatiomompany to commence expanded debt/equity
or applications areas before commencing asecurities powers limits the section 20 subsidi-
inspection. This appendix has been prepared try to a specific level of activity contained in the
identify materials that ordinarily would not be applicant’s capital plan, a copy of such business
requested in the “first day letter.” A listing of projections should be obtained from the applica-
recommended materials follows. tions area.

1. Obtain the specific Board order(s) autho-  B. If the Board conditioned its approval to
rizing the underwriting subsidiary to engage incommence expanded debt/equity security pow-

section 20 activities. ers upon raising additional holding company
2. Obtain any other Board orders referencedapital, written documentation of performance
in the instant order. should be obtained from the applications area.

3. For companies that have commenced 4. Obtain copies of SEC FOCUS Reports
activities in expanded debt/equity securitieand FR Y-20 reports filed since the previous
powers, obtain a copy of the Board letter ofinspection.

BHC Supervision Manual June 1997
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2185.0.13 APPENDIX G—LETTERS MODIFYING CONDITIONS

G-1

BOARD OF GOVERNORS
OF THE
FEDERAL RESERVE SYSTEM
WASHINGTON, D.C. 20551

ADDRESS OFFICAL CORRESPONDENCE
TO THE BOARD

JUN 19 1989

J.P. Morgan Securities, Inc.
23 Wall Street
New York, NY 10015

This is to advise that the Board of Governors has
reviewed the report of the Federal Reserve Bank of New York
relating to the operational and managerial infrastructure of
J.P. Morgan Securities, Inc. (JPMS), New York, New York, in
accordance with the terms of the Board’s order of January 18, 1989.
The Board has also reviewed the capital plan of J.P. Morgan & Co.
Incorporated (Morgan), New York, New York, and its proposals for
funding JPMS.

On the basis of this review, the Board has determined
that Morgan and JPMS have complied with the requirements of the
Board's order, and that JPMS may commence to underwrite and deal in
debt securities as permitted by that order.

Morgan has also sought confirmation that three types of
transactions currently engaged in by JPMS and Morgan Guaranty Trust
Company of New York, New York, New York, or Morgan Bank (Delaware),
Wilmington, Delaware (hereafter referred to severally and
collectively as Morgan Bank), would not be prohibited by the
conditions in the Board’s order. First, JPMS currently engages in
repurchase and reverse repurchase agreements involving U.S.
Treasury securities with certain indirect foreign subsidiaries of
Morgan Bank. The purpose of these transactions is to accommodate
the operational needs of those foreign subsidiaries and not to fund
JPMS or its own positions.

Second, JPMS currently engages in certain swap and
options transactions, including interest rate and foreign currency
swaps and foreign exchange spot, forward and futures contracts,
with Morgan Bank. According to JPMS, the sole purpose of these
transactions is to hedge the exposure of JPMS, and these
transactions are not to be engaged in for the purpose of funding
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2

JPMS. Furthermore, JPMS has committed to collateralize with U.S.
Treasury securities 100 percent of the risk arising from these
transactions, and the exposure will be marked to market each day.

On the basis of the above assurances and the facts and
circumstances of this case, the Board has determined that JPMS may
continue to engage in these two types of transactions as long as
Morgan provides Morgan Bank with a written guarantee indemnifying
the bank against any losses that might arise from JPMS’
nonperformance. In making this determination, the Board noted that
the purchase and sale of assets between JPMS and Morgan Bank are
subject to the provisions of section 23B of the Federal Reserve
Act, and thus the terms and conditions of these transactions may
not be more favorable than those offered to unaffiliated parties.

Third, JPMS seeks a Board determination that certificates
of deposit and bankers’ acceptances, including such instruments
issued by or accepted by Morgan Bank, may be used to collateralize
extensions of credit from Morgan in amounts equal to 100 percent of
the value of the loans. The Board finds that under the
circumstances presented the use of these instruments as collateral
would be consistent with the requirements of the Board's order.

The Board has also reviewed the arrangements between Morgan and
JPMS with respect to JPMS’ holding of certificate of deposit

issued by, and bankers’ acceptances accepted by, Morgan Bank and
determined that, as the transaction has been structured, a capital
deduction from Morgan is not required under the Board’s order.

These determinations are limited to issues raised under
the Bank Holding Company Act of 1956, as amended, and are not
intended to address any other laws or regulations that apply to the
operations of JPMS. Furthermore, these determinations are based on
information that Morgan has presented to the Federal Reserve. Any
material changes in the information relied upon could result in the
Board arriving at different conclusions.

Sincerely,

(signed) William W. Wiles
William W. Wiles
Secretary of the Board
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2185.0.13 APPENDIX G— LETTERS MODIFYING CONDITIONS—Continued

BOARD OF GOVERNORS
OF THE
FEDERAL RESERVE SYSTEM
WASHINGTON, D.C.

ADDRESS OFFICAL CORRESPONDENCE

July 26, 1989 TO THE BOARD

Bankers Trust New York Corporation
280 Park Avenue
New York,NY 10014

The Board of Governors has reviewed the report of the
Federal Reserve Bank of New York relating to the operational and
managerial infrastructure of BT Securities Corporation (BTSC),
New York, New York, in accordance with the terms of the Board's
order of January 18, 1989. The Board has also reviewed the
capital plan of the Bankers Trust New York Corporation (BTNY) and
its proposal for funding BTSC.

On the basis of this review, the Board has determined
that BTNY and BTSC have complied with the requirements of the
Board's order and that BTSC may commence to underwrite and deal
in debt securities as permitted by that order. In making this
determination, the Board has relied on the commitments of BTNY as
contained in its capital plan, including its commitments to raise
additional Tier 1 capital within 60 days and to cease exercising
the additional powers authorized in January in the event such
commitments are not fulfilled. Further, as required by the
January 18 order, the Board expects BTSC to maintain capital
adequate to support any expanded securities activities and, in
this regard, will consult with the Federal Reserve Bank of New
York.

To ensure that any perpetual preferred stock issued in
connection with BTNY’s capital plan meets the permanence
requirement for Tier 1 Capital, any redemption of such preferred
shares may be only at BTNY’s option and only with prior Federal
Reserve approval. This would also foster consistency with
emerging international norms for the inclusion of preferred
shares. The Federal Reserve would expect to grant approval where
the shares are redeemed with the proceeds of a Tier 1 capital
instrument that would maintain or strengthen the capital base, or
where the Federal Reserve determines that the issuer’'s capital
position after the redemption would clearly be adequate and that
the issuer’'s condition and circumstances warrant the reduction of
a source of permanent capital.
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2

One member of the Board, while fully supporting these
additional powers for bank holding companies, dissents from the
Board’s decision to accept BTNY’S capital plan. He would require
that the full amount of the Tier 1 capital called for in BTNY’s
plan be raised before BTSC commences any new underwriting
activities. In addition, he believes that the complete reliance
on preferred stock in BTNY’s capital commitment is inconsistent
with the capital adequacy requirements of the January 18 order.

In its capital plan, BTSC has sought permission to
engage in certain repurchase and reverse repurchase agreements
with indirect foreign subsidiaries of Bankers Trust Company, and
certain swap and options transactions with Bankers Trust Company,
that the Board has previously determined, by letter dated
June 19, 1989, to J.P. Morgan Securities, Inc., were consistent
with the conditions in the January 18 order. The Board has
determined that BTSC may engage in these transactions to the same
extent, and subject to the same restrictions, as are set forth in
that letter.

BTNY has also sought clarification whether the grantor
trust exemption in condition 20 of the January 18 order is
limited to situations involving mortgage-backed securities. The
Board confirms that the grantor trust exemption is not limited to
residential mortgages originated by a non-affiliated lender, but
includes any and all assets originated by an unaffiliated lender,
including consumer receivables.

BTNY also raised questions about separate requirements
of the Commodities Futures Trading Commission (CFTC) and the
Federal Reserve Bank of New York for certain transactions booked
by BTSC. According to BTNY, because it may be a violation of
CFTC rules for a future commission merchant to send two
offsetting transactions by affiliate entities to an exchange
floor, the futures commission merchant must match the two
transactions by an internal accounting entry. If the affiliates
in question were BTSC and Bankers Trust Company, the effect of
the trader’'s action would be to book a futures position to each
of the entities. The Board does not believe that this
transaction, under the circumstances set forth by BTSC, is
inconsistent with the intent of the January 18 order prohibiting
a bank from extending credit to, purchasing assets from, or
selling assets to a section 20 affiliate.

The Open Market Desk of the Federal Reserve Bank of New
York enters into transactions with primary dealers only on a
principal basis, even where the primary dealer discloses that it
is acting as a broker on behalf of a customer. Accordingly,
where BTSC is the primary dealer, it would also be a principal
with respect to its customer, which could be Bankers Trust
Company. BTNY has asked whether the January 18 order prohibits
repurchase and reverse repurchase transactions between the
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Reserve Bank and BTSC, where BTSC is acting on behalf of Bankers
Trust Company.

The January 18 order explicitly recognized that section
20 subsidiaries could act as agent for their affiliate banks in
the purchase or sale of financial assets. The Board believes
that BTSC may engage in the proposed repurchase and reverse
repurchase transactions on behalf of Bankers Trust Company since
the role of BTSC is functionally and substantively one of agent,
even though BTSC must technically act as principal in its
dealings with the Reserve Bank. This determination is limited to
those transactions that are initiated with the Federal Reserve
Bank of New York and where the terms between Bankers Trust
Company and BTSC are the same as those between the Reserve Bank
and the primary dealer.

With respect to both the futures commission merchant
and primary dealer transactions described above, BTNY must
provide Bankers Trust Company with a written guarantee
indemnifying the bank against any losses that might arise from
BTSC’s nonperformance. In this regard, a copy of any guarantees
issued by BTNY in accordance with the provisions of this letter
should be provided to the Board.

These determinations are limited to issues raised under
the Bank Holding Company Act of 1956, as amended, and are not
intended to address any other laws or regulations that apply to
the operations of BTSC. Furthermore, these determinations are
based on information that BTNY has presented to the Federal
Reserve. Any material changes in the information relied upon
could result in the Board arriving at different conclusions.

Very truly yours,
[ SIGNATURE ]

Jennifer J. Johnson
Associate Secretary of the Board

cc: Federal Reserve Bank of New York
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BOARD OF GOVERNORS
OF THE
FEDERAL RESERVE SYSTEM
WASHINGTON, D.C. 20551

J. VIRGIL MATTINGLY, JR.
GENERAL COUNSEL
October 3, 1989

Bankers Trust New York Corporation
280 Park Avenue
New York, NY 10014

By letter dated July 26, 1989, the Board determined
that BT Securities Corporation (BTSC), New York, New York, could
commence to underwrite and deal in debt securities as permitted
by the Board’s order of January 18, 1989, and responded to
several requests by Bankers Trust New York Corporation, New York,
New York, for clarification of the conditions set forth in that
order. The purpose of this letter is to respond to two
additional matters you have raised.

Bankers Trust has requested confirmation of its view
that asset sales at fair market value from a bank holding company
or its nonbank subsidiaries to a section 20 subsidiary would not
be inconsistent with condition 2 of the January 18 order. That
condition requires prior notice to and approval by the Board for
all provisions of funds, including transfers of assets, by a bank
holding company to its section 20 subsidiary. Bankers Trust
submission stated that the trade tickets for all such
transactions will be time-stamped at the time of the trade so
that the Federal Reserve would be able to conduct an after-the-
fact review of the fairness of the trades.

Condition 2, by its terms, was intended to cover those
transactions that directly or indirectly represent a capital
injection.  Accordingly, asset sales by the holding company to
the section 20 subsidiary at fair market value under the
circumstances as described in your submission would not be
prohibited by condition 2.

Bankers Trust has also sought confirmation that
interest rate or foreign currency swaps, and any derivative
agreements, entered into between Bankers Trust Company and a
customer of BTSC should not be deemed an extension of credit or
similar transaction that might be viewed as enhancing the
creditworthiness or marketability of ineligible securities
underwritten by the section 20 subsidiary within the meaning of
condition 5 of the January 18 order.
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Condition 5 was intended to restrict those types of
activities that have the effect of placing the affiliate bank’s
credit behind the securities themselves. The types of credit
enhancements specifically referred to in the January 18 order
were extensions of credit, stand-by letters of credit, asset
purchase agreements, indemnification, guarantees, and insurance.
While the availability of a swap transaction that changes the
form of interest payments might make a debt securities issue more
attractive to a customer, it would not place the bank’s credit
behind the securities being underwritten.

In arriving at this conclusion, | have relied upon
Bankers Trust's statement that in each case Bankers Trust Company
would make an independent evaluation of the customer’s request
for an interest rate or currency swap that is not based on the
value of the securities underwritten by the section 20
subsidiary. | would also point out that the transactions between
the bank and the customer would be subject to both section 23B of
the Federal Reserve Act and section 106 of the Bank Holding
Company Act. Section 23B would require that the swap transaction
between the bank and that customer be on nonpreferential terms.
The anti-tying provisions in section 106 would prohibit the
section 20 subsidiary from requiring that the customer enter into
the swap agreement with the affiliated bank and the bank from
reducing its price for that service.

These determinations are based on information that
Bankers Trust has presented to the Federal Reserve. Any material

changes in the information relied upon could result in different
conclusions.

Very truly yours,

[ SIGNATURE ]
J. Virgil Mattingly, Jr.
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BOARD OF GOVERNORS
OF THE
FEDERAL RESERVE SYSTEM
WASHINGTON, D.C. 20551

ADDRESS OFFICAL CORRESPONDENCE
TO THE BOARD

December 5, 1994

Norwest Corporation
Sixth and Marquette
Minneapolis, Minnesota 55479-1026

This responds to your letters requesting, on behalf of Norwest

Corporation, Minneapolis, Minnesota ("Norwest"), modification of a
commitment to which Norwest’s section 20 company, Norwest Investment
Services, Inc. ("Company"), is currently subject, to allow Company to
underwrite and deal in certain unrated municipal revenue bonds. You also
request that Norwest’s subsidiary banks be permitted to engage in the following
activities with respect to Company:

Norwest's subsidiary banks would send materials describing
Company and Company’s services to their retail and commercial
customers directly or as a stuffer to bank statements;

officers and employees of Norwest’s subsidiary banks would send
materials and letters on bank letterhead describing Company and
Company'’s services to their retail and commercial customers;

Norwest's subsidiary banks would sponsor or co-sponsor

with Company educational seminars to inform retail and commercial
customers about investment opportunities, investment strategies, and
Company’s services; and

officers and employees of Norwest’s subsidiary banks would send
invitations on bank letterhead inviting their customers to attend the
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educational seminars sponsored or co-sponsored by Norwest's
subsidiary banks.

On December 20, 1989, the Board approved Norwest’s application to
engage, through Company, in underwriting and dealing in, to a limited extent,
certain bank-ineligible securitiésin approving that application, the Board
relied, in part, on Norwest's commitment that Company would underwrite and
deal in only those municipal revenue bonds that are rated in one of the top four
categories by a nationally recognized rating agency. Norwest also committed
that no bank or thrift affiliate of Company would act as agent for, or engage in
marketing activities on behalf of, Company.

Underwriting unrated municipal revenue bondg$orwest has requested
permission to allow Company to underwrite and deal in unrated municipal
revenue bonds under certain circumstances. In this regard, Norwest has
committed that Company will not underwrite or deal in any unrated municipal
revenue bonds until Norwest’'s Capital Markets Credit staff conducts an
independent credit review and determines that the securities are of investment-
grade quality, and that no single issue of unrated municipal revenue bonds
underwritten by Company will exceed $7.5 million. In addition, Norwest has
committed that official statements and other information supplied to purchasers
will state that the securities being sold are not rated; there will be no indication
whatsoever that Company or Norwest deems the securities to be of investment-
grade quality; and the securities will not be sold by any of Norwest's bank or
nonbank subsidiaries, other than Company.

Based on all the facts of record, including those commitments made by
Norwest in connection with this request, the Board hereby grants Norwest's
request to allow Company to underwrite and deal in unrated municipal revenue
bonds. In granting this request, the Board has relied on the credit evaluation
packages that Norwest’'s Capital Markets Credit staff will use to review unrated
municipal revenue bonds that Company would like to underwrite or in which
Company would like to deal.

1 As used in this letter, "bank-ineligible securities" refers to securities that a
bank may not underwrite or deal in directly under section 16 of the Glass-Steagall
Act (12 U.S.C. §24 (Seventh)).
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Cross-marketing The cross-marketing limitation to which Norwest
committed is intended, in part, to ensure that the bank affiliates of a section 20
company do not become involved in the underwriting, dealing, or distribution of
bank-ineligible securities sold by the section 20 company. The cross-marketing
restriction also is intended to ensure that the public does not link the economic
fortunes of a financial institution with an affiliated section 20 company. In J.P.
Morgan & Co. Incorporated, et &l the Board indicated that the purposes of the
cross-marketing firewall do not require a complete prohibition of marketing
activities, and the Board has permitted banks to act as riskless principal or
broker for customers in buying and selling bank-eligible securities underwritten
by, or held in the dealing portfolio of, a section 20 affilidte.

Norwest has committed that bank-ineligible underwriting or dealing
services offered by Company will not be mentioned or marketed in any manner
in materials provided to bank customers or during educational seminars, and that
bank employees who attend the educational seminars will not market or provide
advice relating to bank-ineligible securities underwritten or dealt in by Company,
even if seminar attendees request advice relating to such securities. As required
under the firewalls, Norwest also has committed that sales literature relating to
bank-ineligible securities underwritten or dealt in by Company will not be
distributed by Norwest'’s subsidiary banks to their customers either through the
mail or during educational seminars. In addition, to minimize the possibility of
customer confusion, Norwest has committed that it will make certain disclosures
conspicuously in all sales literature provided to bank customers either through

275 Federal Reserve Bulletlt®2 (1989), aff'd sub nonBecurities Industry
Ass'n v. Board of Governors of the Federal Reserve Sysé&@ F.2d 360 (D.C.
Cir. 1990).

3 SeeChemical Banking Corporatio0 Federal Reserve Bullet#d (1994).
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the mail or during educational semindrg hese disclosures also will be made
orally and in writing at the beginning of educational seminars.

In order to address the potential conflicts of interest that could arise from
activities that concern the family of funds ("Norwest Funds") advised by
Norwest Bank Minnesota, N.A. ("Norwest Bank") and brokered, but not
underwritten, by Company, Norwest has committed that if Norwest Funds is
mentioned in materials provided to bank customers or during educational
seminars, then Norwest will disclose that Norwest Bank is the investment adviser
for Norwest Funds, and that a detailed description of the fees received by
Norwest Bank for performing these services can be found in the applicable
prospectus. In addition, if a particular mutual fund advised by Norwest Bank is
mentioned in materials provided to bank customers or during educational
seminars, bank customers will be informed of the particular fee arrangement
between Norwest Bank and the mutual fund.

Norwest also has made several commitments that address conflicts of
interest and customer confusion that could arise when Company employees who
participate in educational seminars sponsored or co-sponsored by Norwest's
subsidiary banks market bank-ineligible securities underwritten or dealt in by
Company. Norwest has committed that at the beginning of educational seminars,
seminar attendees will be told which seminar participants are Company
employees and which are bank employees. Norwest also has committed that
before bank-ineligible securities underwritten or dealt in by Company are
marketed by Company employees, seminar attendees will be informed that such
securities are underwritten or dealt in by Company and not by the bank.

Norwest has made several commitments to ensure that Norwest's
subsidiary banks will not have any control over Company. Norwest has
committed that there will be no employees in common between Company and
any of its bank affiliates or their subsidiaries; and Company will remain

4 Norwest has committed to disclose that products offered by Company are
not FDIC insured, and are subject to investment risk, including the possible loss
of the principal amount invested; investment products offered by Company are not
deposits or other obligations of, or guaranteed by, the depository institution;
Company is not a bank, and is separate from any affiliated bank; and Company is
solely responsible for its contractual obligations and commitments.
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separately incorporated, capitalized, and funded, and will be operationally
distinct from its bank affiliates. In addition, Norwest has committed that all
services performed by Norwest's subsidiary banks on behalf of Company will be
conducted in accordance with section 23B of the Federal Reserve Act.

Based on all the facts of record, including those commitments made by
Norwest in connection with this request, Norwest’s subsidiary banks may engage
in the proposed cross-marketing activities consistent with the commitment made
to the Board by Norwest in connection with its application to underwrite and deal
in, to a limited extent, certain bank-ineligible securities. This determination is
limited to the specified practices and does not permit any other types of joint
marketing, advertising or selling practices between Company and its affiliated
banks.

Very truly yours,

[ SIGNATURE ]

William W. Wiles
Secretary of the Board

cc: Federal Reserve Bank of Minneapolis
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Violations of Federal Reserve Margin Regulations Resulting
from “Free-Riding” Schemes Section 2187.(

Targeted examinations and investigations by thigom financing these new issues. If the money t
Federal Reserve and the Enforcement Divisiopay for the securities is not in the account whet
of the Securities Exchange Commission (SEC}he securities are delivered in a delivery-versus
as well as court actions, have found banks ipayment (DVP) transaction, a bank that permit:
violation of Regulation U, Credit by Banks for completion of the transaction creates a tempc
the Purpose of Purchasing or Carrying Margirrary overdraft in the customer’'s account. This
Stock, (12 C.F.R. 221) when their trust departoverdraft is an extension of credit that subject:
ments, using bank or other fiduciary funds, havéhe banks to Regulation U.
extended credit to individuals involved inillegal The typical free-riding scheme involves a
day trading or free-riding schemes. These activihew customer’s opening a custodial agenc
ties also involved the aiding and abetting ofaccount into which a number of broker-dealer:
violations of two other securities credit regula-will deliver securities or funds in DVP transac-
tions: Regulation T, Credit by Brokers and Dealtions. Although a deposit may be made into the
ers (12 C.F.R. 220), and Regulation X, Borrow-custodial agency account, the amount of tradin
ers of Securities Credit, (12 C.F.R. 224). is greatly in excess of the original deposit, caus
Day trading and free-riding schemes involveng the financial institution to extend its own
the purchase and sale of stock on the same dayedit to meet the payment and delivery obliga
(or within a very short period of time) and thetions of the account. Therefore, although the
funding of the purchases with the proceeds diinancial institution may be earning fees as ¢
the sale. Banking organizationgngaging in result of the activity in these accounts, it is
such illegal activities may subject themselves tsubjecting itself to substantial losses if the mar
disciplinary proceedings, as well as to substarket prices for the purchased securities fall or tht
tial credit risk. transactions otherwise fail. In addition, other
Federal Reserve examiners should ensure thigbilities under federal banking and securities
banks and bank holding companies (includingaws may be involved.
the broker-dealer and trust activities of banking
and nonbanking subsidiaries of state member
banks and bank holding companies) are nq2187.0.2 SECURITIES CREDIT
engaged in such illegal activities. ExaminerREGULATIONS
must make certain that these entities have taken
all steps necessary to prevent their custome®187.0.2.1 Regulation U, Credit by
from involving them in free-riding. Prompt Banks or Persons Other Than Brokers or
enforcement action may be needed to eliminatBealers for the Purpose of Purchasing or
free-riding activities. (See SR-93-13.) Carrying Margin Stocks

Any extension of credit in the course of settling
2187.0.1 TYPICAL DAY TRADING OR customer securities transactions, including thos
FREE-RIDING ACTIVITIES occuring in a trust department or trust subsidi
ary of a bank holding company, must comply
The free-riding conduct in question typicallywith all of the provisions of Regulation ®.
involves trading large amounts of securitieRegulation U requires all extensions of credit
without depositing the necessary money ofor the purpose of buying or carrying margin
appropriate collateral in their customer
accounts. The customer seeks to free-ride, that
is, purchase and sell the same securitiesand pay——
for the purchase with the proceeds of the sale. 2. _For”purpols%s of_th-i‘tretgulatign, the qefir}i_gonlof “bank”
Often, free-rding schemes nvolve intial public 2¢{E5 Teces tpons exeri vy pov
offerings because broker-dealers are prohibiteglserve Regulatory Servie¢ 5795 (1946).) When used in

discussing a bank’s trust department or any other type c

. o . ~ financial institution exercising fiduciary powers, the term

1. The use of the term *banking organization” in this “extension of credit” includes overdrafts in settling custom-
section, with regard to Regulation U, means a bank, trustyrs accounts that may be covered by advances from th

department of a bank, or trust company of a bank holdingyanking organization, from other fiduciary customers, or from
company that is subject to Regulation U. Regulation Uy combination of both.

includes any nondealer nonbank subsidiary of a bank holding
company that extends purpose credit by margin stock. With .
regard to Regulation T, it refers to any nonbank company tha8HC Supervision Manual December 1998
conducts broker-dealer activities. Page 1
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stock that are secured by margin stock to b#ons, broker-dealers may not discover that they

within the 50 percent limit. To avoid violations are selling securities to the customer in violation

of the Board's securities credit regulations, orof Regulation T. A similar aiding and abetting

settlement date, the customer’'s account musiolation of Regulation X could occur if a cus-

hold sufficient funds, excluding the proceeds ofomer used the financial institution to induce a

the sale of the security, to pay for each securityproker-dealer to violate Regulation T.

purchased. Although Regulation U applies only

to transactions in margin stock, free-riding in

nonmargin stocks in custodial agency account3187.0.3 NEW-CUSTOMER INQUIRIES

could result in a banking organization’s aidingAND WARNING SIGNALS

and abetting violations of Regulations T and X

and other securities laws, and could raise finarExaminers should make certain that all banks

cial safety-and-soundness issues. and other financial-institution subsidiaries of a
bank holding company are administering and
following appropriate written policies and pro-

2187.0.2.2 Regulation T, Credit by cedures concerning the establishment of custo-
Brokers and Dealers, and Regulation X, dial agency accounts or any new account involv-
Borrowers of Securities Credit ing customer securities transactions. Such

policies and procedures should address, among
Because the custodial agency accounts are usether things, ways an institution can protect
to settle transactions effected by the customer @self against free-riding schemes. One way is to
broker-dealers, a banking organization thabbtain adequate background and credit informa-
opens this type of account should have som#on from new clients, including whether the
general understanding of how Regulation Tcustomer intends to obtain credit to use with the
restricts the customer’s use of the account at theccount. This type of activity requires more
institution. Regulation T requires the use of eextensive monitoring than the typical DVP
cash account for customer purchases or sales aocount in which no credit is extended. It would
a DVP basis. Section 220.8(a) of Regulation The prudent to inquire why a new customer is not
specifies that cash-account transactions atesing the margin-account services of its broker-
predicated on the customer’s agreement that thgealers. If the account is to be used as a margin
customer will make full cash payment for secu-account, a financial institution must obtain Form
rities before selling them and does not intend t¢-R U-1 from the customer and must sign and
sell them before making such payment. Therezonstantly update the form.
fore, free-riding is prohibited in a cash account. The financial institution should obtain from
A customer who instructs his or her agent finanthe customer a list of broker-dealers that will be
cial institution to pay for a security by relying sending securities to or receiving funds from the
on the proceeds of the sale of that security in account in DVP transactions. If a number of
DVP transaction is causing, or aiding or abetbroker-dealers may be used, the institution
ting, the broker-dealer to violate the creditshould obtain from the customer a written state-
restrictions of Regulation T. Regulation X, ment that all transactions with the broker-dealer
which generally prohibits borrowers from will- will conform with Regulations T and X and that
fully causing credit to be extended in violationthe customer is aware that a security purchased
of Regulations T or U, also applies to the cusin a cash account is not to be sold until it is paid
tomer in such cases. for. Similarly, when obtaining instructions for

As described above, banking organizatibnssettling DVP transactions for a customer, the

involved in customer free-riding schemes mayinancial institution should clarify that it will not
be aiding and abetting violations of Regulatiorrely upon the proceeds from the sale of those
T by the broker-dealers who deliver securitiesecurities to pay for the purchase of the same
or funds to the banking organization’s customsecurities.
ers’ accounts. As long as a financial institution
uses its funds to complete a customer’s transac-

2187.0.4 SCOPE OF THE INSPECTION
FOR FREE-RIDING ACTIVITIES

3. For a discussion of Regulation T as it applies to a bank

holding company’s broker-dealer nonbank subsidiary, see seg- . . .

tion 32930_O_p Y Y Exammers, bank holding companies, state mem-
ber banks, and financial-institution and trust

BHC Supervision Manual December 1998 subsidiaries owned by bank holding companies
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banks exercising trust powers) should ensuralso institute enforcement proceedings again:
that their banking organizations monitorthe banking organizations it supervises an
accounts closely for an initial period to detectagainst any institution-affiliated parties involved
patterns typical of free-riding, including intra- in these activities, including cease-and-desis
day overdrafts, and to ensure that sufficienbrders, civil money penalty assessments, an

funds or margin collateral are on deposit at alfemoval and permanent-prohibition actions.

times. Frequent transactions in securities being
offered in an initial public offering may suggest
an avoidance of Regulations T and X. If it2
appears that a customer is attempting to free-
ride, the financial institution should immedi-
ately alert the broker-dealers involved in trans-
ferring securities and take steps to minimize its
own credit risk and legal liability.

At a minimum, examiners should also evalu-
ate a trust institution’s ability to ensure that it
does not extend to a customer more credit on
behalf of a bank or other financial institution
than is permitted under Regulation U. If there
are any questions in this regard, examiners
should consult with their Reserve Bank’s trust
examiners. Any overdraft that is related to a
purchase or sale of margin stock, and that is
secured by margin stock, is an extension of
credit subject to the regulation, including over-
drafts that are outstanding for less than a day.

Board staff have published a number of opin<

ions discussing the application of Regulation U
to various transactions relating to free-riding.

Free-riding violations that could endanger the
banking organization (for example, fraudulent
activities that could subject the organization to
losses or lawsuits), as well as significant viola-
tions that were previously noted but have not
yet been corrected, should be noted in the
inspection report. Violations of the Board’s
Regulation T, U, or X, as applicable to the
inspection, should be reported on the Exami
er's Comments and Violations report pages. The
report should discuss what action has or will be
taken to correct those violations.

2187.0.5 SEC AND FEDERAL
RESERVE SANCTIONS AND

ENFORCEMENT ACTIONS 2

1
The SEC, in exercising its broad authority to

enforce the Board’s securities credit regulations,
requires banks to (1) establish credit compliance
committees to formulate written policies and

187.0.6 INSPECTION OBJECTIVES

1. To make certain that policies of the bank

holding company’s board, and the supervi-

sory operating procedures, internal controls

and audit procedures will ensure, in the
course of settling customers’ securities
transactions—

a. that bank extensions of credit within the
holding company comply with the provi-
sions of Regulation U (including the
requirement that initial extensions of
credit that are secured by margin stock ar
within the initial 50 percent margin limit)
and

. that customer accounts hold sufficient
funds on the settlement date for each sect
rity purchased.

To determine—

a. whether the banking organizations of the

bank holding company can adequately

monitor compliance with Regulation U

through systems of internal controls, train-

ing, and compliance procedures (i.e., ust
of credit compliance committees) that
address free-riding activities within the

“back-office function” and

whether noncompliance

reported.

b. is properly

n3- To initiate corrective action when policies,

practices, procedures, or internal controls ar
not sufficient to prevent free-riding schemes
and when violations of the Board’s regula-
tions have been noted by bank examiners c
self-regulatory organizations.

187.0.7 INSPECTION PROCEDURES

. Review the bank holding company’s board
of directors’ policies for its banking institu-
tion subsidiaries regarding supervisory
operational policies, procedures, and interne
controls for loans extended for the purpose

procedures concerning the extension of purpose

credit in their securities-clearance business;
(2) establish training programs for bank person-
nel

responsible for the conduct of their

4. Refers to the movement of cash and securities relating t

trades and to the processing and recording of trades. Th
< ! -l process is also called the “securities-clearance cycle.”
securities-clearance business, and (3) submit to

outside audits to verify their compliance withg
the conditions of injunctions. The Board may

December 1998
Page 3
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of buying or carrying margin stock and

secured directly or indirectly by margin

stock.

a. Determine whether the policies require,
for each extension of credit not specifi-
cally exempted under Regulation U, that a
Form FR U-1 be executed and signed by
the customer and accepted and signed by
a duly authorized officer of the banking
organization acting in good faith.

b. Determine whether the policies limit
extensions of credit to no more than the
maximum allowed loan value of the col-
lateral, as set by section 221.7 of Regula-
tion U, and whether those policies require
adherence to margin requirements.

2. Review the bank holding company’s board
of directors’ credit policies and operating
policies, internal controls, and internal audit
procedures to determine if they provide
adequate safeguards against customers’ free-
riding practices. In so doing— 3.
a. determine if new-customer accounts are

required to be approved by appropriate
personnel; and

b. establish whether the bank holding com-
pany’s credit-system policies require—

controlling securities positions and
financial-instrument contracts that serve
as collateral for loans;

monitoring established restrictions and
limits placed on the amounts and types
of transactions to be executed with each
customer and the dollar amounts placed
on unsettled trades;

obtaining appropriate documentation
consisting of essential facts pertaining
to each customer, and in particular,
financial information evidencing the
customer’s ability to pay for ordered
securities, repay extensions of credit,
and meet other financial commitments;
monitoring the location of all collateral,
ensuring that there are no overdrawn
margin accounts; and

monitoring the status of failed transac-
tions for the purpose of detecting free-
riding schemes.

Determine if the bank holding company’s
audit committee or its internal or external
auditors are required to review a selected
random sample of individual or custodial
agency accounts for customer free-riding
activities.

2187.0.8 LAWS, REGULATIONS, INTERPRETATIONS, AND ORDERS

Subject Laws$ Regulationg Interpretations® Orders
Credit by brokers 220
and dealers (Reg. T)
Regulation U, Credit by Banks 221
or Persons Other Than (Reg. U)

Brokers or Dealers for
the Purpose of Purchasing
or Carrying Margin Stocks

Purpose credit— 5-942.15,
delivery-versus- 5-942.18,
payment transactions 5-942.2,
5-942.21,
5-942.22
Borrowers of 224
securities credit (Reg. X)
1. 12 U.S.C., unless specifically stated otherwise. 3. Federal Reserve Regulatory Serviegerence.

2. 12 C.F.R., unless specifically stated otherwise.
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Asset Securitization
Section 2190.0

Banking organizations have long been involvedhe following instructions were developed for
with asset-backed securities (ABSs), both aSystem use. The mechanics of securitizatio
investors in such securities and as major particeand related accounting issues are discusse
pants in the securitization process. In recerdand inspection guidelines, objectives, anc
years they have stepped up their involvemergrocedures are providéd.

by increasing their participation in the long-

established market for securities backed by resi-

dential mortgage loans and by expanding thelh199 9.1 AN OVERVIEW OF ASSET
securitizing activities to other types of assetsgECRITIZATION

including credit card receivables, automobile

loans, boat loans, commercial real estate loan

) f recent years the number of banks and ban
student loans, nonperforming loans, and lea

%?olding companies (hereafter referred to a

receivables. . ot :
. N e banking organizations) that have issued secur
While the objectives of securitization MaYiios backed by their assets and that hav

Yﬁéyefrgrz (()eneéinet%(ﬁsn?ryelnbs:tté?_?n ttﬁa?nc()tzegacquired asset-backed securities as investmer
re are essentally v netts an Dfas increased markedly. The reason for thi

derived from those transactions. First, the salf?1crease is that securitization activities can yielc

?fmasseltsf mr?y re(;il#:emregqlnatt(_)tryt_ cr?’stz. -ll-(h gnificant financial and operational benefits fol
emoval of an asset from an institution’s boo anking organizations.

reduces capital requirements and reserve, its simplest form, asset securitization
requirements on depos@s fundl_ng the asset. Se|“F1'\/0Ives the selling of a’ssets. The process firs
ond, securitization provides originators with ansegregates generally illiquid assets into pool
additional source of funding and liquidity. The and transforms them into capital-market instru:
process of securitization is basically taking aNents. The payment of principal and interest of
illiquid asset and converting it into a securitythese -instruments depends on the cash flov

with greater r_narketabil_ity. _Securitized iSSl48"“from the assets in the pool that underlies tht
often carry a higher credit rating than thatWhlcrheW securities. The new securities may hav

the institution itself could normally obtain and enominations, cash flows. and other feature

con;equent!y may pr_qwdg a cheaper form Ofhat differ from the pooled assets, which make
funding. Third, securitization may be used tO%hem more attractive to investors
feduc? '“t.efe.St'f?te, risk by_ improving the The federal government encouraged the sect
_deposno_ry Institution’s asset_—lla_lblllty mix. This ritization of residential mortgages. In 1970, the
is especially true if the institution has a largeg . ernment National Mortgage Association
investment in fixed-rate, low-yield a.sse.ts'(GNMA) created the first publicly traded
Fourth, by removing assets, the 'nSt'tUt'o%ortgage-backed security. Soon, the Feder.
enhances its return on equity and assets. Fina”KlationaI Mortgage Associlation (i:NMA) and
the ability to sell these securities worldwidethe Federal Home Loan Mortgage Corporatior
diversifies the institution’s funding base,thereb)(FHLMC)’ both government-sponsored agen
redu_cmg dependence on Io_cal economies. cies, also developed mortgage-backed secul
It is appropriate for banking organizations to, ies. The guarantees that these government
engage in_securitization _activities and to inVes&;ov.ernment-sponsored entities provide, whicl
in ABSs, if they do so in a prudent manner.assure investors of the payment of principal ani

Nonetheless, these activities can .S'gn'f'caml}'nterest, have greatly facilitated the securitiza
affect their overall risk exposure. It is thereforetion of mortgage assets

of great importance, particularly given the

growth and expansion of such activities, for

examiners to be fully .Ir.lformEd about the funda.- 1. The Federal Reserve System has developed a thre

mentals of the Secu”_t!zat!on process, th_e Vallkolume set that contains educational material on the proce:

ous risks that securitization and investing irbf asset securitization and examination guidelines (se

ABSs can create for banking organizations, an8R-90-16). The volumes are— -

procedures that should be followed in examin- & An Introduction to Asset Securitization,

! . X . b. Accounting Issues Relating to Asset Securitization,

ing banks and inspecting bank holding compag,4

nies in order to effectively assess their exposure c. Examination Guidelines for Asset Securitization.

to risk and management of that exposure.
To provide examiners with the information BHC Supervision Manual June 1993

and guidance they need on asset securitization, Page 1
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2190.0.2 THE SECURITIZATION gors. Many issues of mortgage-backed securi-
PROCESS ties are either directly guaranteed by GNMA, a
government agency backed by the full faith and
The asset-securitization process, as depicted anedit of the U.S. government, or are guaranteed
flow chart 1, begins with the segregation ofby FNMA or FHLMC, which are government-
loans or leases into pools that are relativelgponsored agencies that are perceived by the
homogeneous with respect to credit, maturitycredit markets to have the implicit support of
and interest-rate risks. These pools of assets afee federal government. Privately issued,
then transferred to a trust or other entity knownmortgage-backed securities and other types of
as an issuer because it issues the securities asset-backed securities generally depend on
ownership interests that are acquired by invessome form of credit enhancement provided by
tors. These asset-backed securities may take ttiee originator or third party to insulate the inves-
form of debt, certificates of beneficial owner-tor from some or all of any credit losses. Usu-
ship, or other instruments. The issuer is typially, credit enhancement is provided for several
cally protected from bankruptcy by variousmultiples of the historical losses experienced on
structural and legal arrangements. A sponsdhe particular asset backing the security.
that provides the assets to be securitized owns One form of credit enhancement is the
or otherwise establishes the issuer. recourse provision, or guarantee, that requires
Each issue of asset-backed securities hastlae originator to cover any losses up to an
servicer responsible for collecting interest anamount contractually agreed upon. Some asset-
principal payments on the loans or leases in theacked securities, such as those backed by
underlying pool of assets and for transmittingcredit card receivables, typically use a “spread
these funds to investors (or a trustee represerdgecount,” which is actually an escrow account.
ing them). A trustee monitors the activities ofThe funds in this account are derived from a
servicers to ensure that they properly fulfill theirportion of the spread between the interest earned
role. on the assets in the underlying pool and the
A guarantor may also be involved to see thalower interest paid on securities issued by the
investors receive principal and interest paytrust. The amounts that accumulate in the
ments on a timely basis, even if the serviceaccount are used to cover credit losses in the
does not collect these payments from the obliunderlying asset pool up to several multiples of

Flow Chart 1
Pass-through, asset-backed securities: structure and cash flows

Obligors For}NaIrds q “Passes through” principal and
principal an interest payments
interest Trustee _____________I
Remit | payments
principal and I r > I
interest . - -
paymentsl l Initial cash Initial Initial l
proceeds proceeds purchase
Originator/| ~ from from of
iti securities . securities
Sponsor/ | 5SS | Trust |- _Undenwritefe— — — | Investors
Servicer Transfers Issues Distributes
loanson A securities securities
Purchaseg receivables | Provides credit
credit enhancement for the
enhancemen asset pool, for example,
by a letter of credit
Credit
Enhance Cash flows ___ __
Structure
BHC Supervision Manual June 1993
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historical losses on the particular asset collate2190.0.3 THE STRUCTURE OF
alizing the securities. ASSET-BACKED SECURITIES

Overcollateralization, another form of credit
enhancement covering a predetermined amouAsset securitization involves different kinds of
of potential credit losses, occurs when the valueapital-market instruments. These instrument
of the underlying assets exceeds the face valueay be structured as “pass-throughs” or “pay-
of the securities. Also, the senior subordinatethroughs.” Under a pass-through structure, the
security structure provides credit enhancementash flows from the underlying pool of assets
generally to the senior class. Under such a struare passed through to investors on a pro rat
ture, at least two classes of asset-backed secubiasis. This type of security is typically a single-
ties are issued, with the senior class having elass instrument such as a GNMA pass-througt
priority claim on the cash flows from the under-The pay-through structure, with multiple
lying pool of assets. Therefore, the subordinatediasses, combines the cash flows from the unde
class must absorb credit losses before any algng pool of assets and reallocates them to twi
charged to the senior portion. Because the senior more issues of securities that have differen
class has this priority claim, cash flows from thecash-flow characteristics and maturities. Ar
underlying pool of assets must first satisfy theexample is the collateralized mortgage obliga
requirements of the senior class. Only after thesgon (CMO), which has a series of bond classes
requirements have been met will the cash flowsach with its own specified coupon and statel
be directed to service the subordinated classnaturity. In most cases, the assets that make
Other forms of credit enhancement includehe CMO collateral pools are pass-through sect
standby letters of credit or surety bonds fronrities. Scheduled principal payments, and an
third parties. prepayments, from the underlying collateral gc

An investment banking firm or other organi-first to the earliest maturing class of bonds. Thi
zation generally serves as an underwriter fofiSt class of bonds must be retired before thy
asset-backed securities. In addition, for asseRrincipal cash flows are used to retire the late
backed issues that are publicly offered, a credfgond classes. The development of the pay
rating agency will analyze the policies andthrough structure resulted from the desire tc
operations of the originator and servicer, a®roaden the marketability of these securities t
well as the structure, underlying pool of assetdnvestors who were interested in maturities othe
expected cash flows, and other attributes of sudfan those generally associated with pas:
securities. Before assigning a rating to thdhrough securities. y
issue, the rating agency will also assess the Multiple-class asset-backed securities ma
extent of loss protection provided to investor/So be issued as derivative instruments such

by the credit enhancements associated with thétripped” securities. Investors in each class of
issue. a stripped security will receive a different por-

- . - tion of the principal and interest cash flows from
Traditional lending activities are generallythe underlying pool of assets. In their pures

funded by deposits or other liabilities, and bothforrn stripped securities may be issued a
the assets and related liabilities are reflected QHterést-onIy (10) stripsfor which the investor |
the t_)alance s_heet. Deposit I'ab'“t.'efs must 9eNelaceives 100 percent of the interest from the
ally increase in order to fund additional loans. underlying pool of assets, and psncipal-only

In contrast, the securitization process generpo) strips for which the investor receives all
ally does not increase on-balance-sheet liabiliof the principal.
ties in proportion to the volume of loans or other | addition to these securities, other types o
assets securitized. As discussed more fully benancial instruments may arise as a result o
low, when banking organizations securitize theigsset securitization. One such instrument is loat
assets and these transactions are treated as sad@$vicing rights that are created when organizz
both the assets and the related asset-backgghs purchase the right to act as servicers fc
securities (l.e., IIabIIItIeS) are removed from th%00|5 of loans. The cost of these purchase
balance sheet. The cash proceeds from thgrvicing rights may be recorded as an intang
securitization transactions are generally used §le asset when certain criteria are met. Anothe
originate or acquire additional loans or othekinancial instrument, excess servicing-fee receiv
assets for securitization and the process igples, generally arise when the present value

repeated. Thus, for the same volume of loa@ny additional cash flows from the underlying
originations, securitization, in comparison to

traditional lending activities, results in lower BHC Supervision Manual December 1998
assets and liabilities. Page 3
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assets that a servicer expects to receive exceedin derivative instruments, such as stripped
standard normal servicing fees. Another instruasset-backed securities and residuals, may be
ment, asset-backed securities residuals (somextremely sensitive to interest rates and exhibit
times referred to as “residuals” or “residual a high degree of price volatility, and, therefore,
interests”), represents claims on any cash flowsay dramatically affect the risk exposure of
that remain after all obligations to investors andnvestors unless used in a properly structured
any related expenses have been met. Suéledging strategy.
excess cash flows may arise as a result of over- Banking organizations that issue asset-backed
collateralization or from reinvestment income.securities may be subject to pressures to sell
Residuals can be retained by sponsors or puonly their best assets, thus reducing the quality
chased by investors in the form of securities.  of their own loan portfolios. On the other hand,
some banking organizations may feel pressures
to relax their credit standards because they can

2190.0.4 SUPERVISORY sell assets with higher risk than they would
CONSIDERATIONS REGARDING normally want to retain for their own portfolios.
ASSET SECURITIZATION Banking organizations that service securitiza-

tion issues must ensure that their policies, opera-

Although banking organizations clearly benefitions, and systems will not permit breakdowns
from engaging in securitization activities andthat may lead to defaults. Issuers and servicers
investing in asset-backed securities, these actiyiay face pressures to provide “moral recourse”
ties, if not conducted prudently, can increase BY repurchasing securities backed by loans or
banking organization’s overall risk profile. For!€ases that they have originated that have dete-
the most part, the risks that financial institutiondiorated and become nonperforming. Funding
encounter in the securitization process are ideriSk may also be a problem for issuers when
tical to those that they face in traditional lendingMarket aberrations do not permit the issuance of
transactions. These involve credit risk, concen@sset-backed securities that are in the securitiza-
tration risk, and interest-rate risk—includingtion pipeline. _

prepayment risk, operational risk, liquidity risk, ASSet securitization transactions are fre-
and funding risk. However, since the securitizaduently structured to obtain certain accounting
tion process separates the traditional lendinfeatments, which, in turn, affect reported mea-
function into several limited roles such as origi-Sures of profitability and capital adequacy. In
nator, servicer, credit enhancer, trustee, an@nsferring assets into a pool to serve as collat-
investor, the types of risks that a bank Wi”_eral for asset-backed securities, a key question
encounter will differ depending on the role itiS Whether the transfer should be treated as a
assumes. sale of the assets or as a collateralized borrow-

Investors who invest in asset-backed securild. that is, a financing transaction secured by
ties, like investors who invest directly in the @ssets. Sales treatment results in the assets

underlying assets, will be exposed to credit riskP€ing removed from the banking organization’s

that is, the risk that obligors will default on balance.sheet, thus redycmg total assets relgtlve
principal and interest payments. Investors art® €arnings and capital, thereby producing

also subject to the risk that the various parties iRigher performance and capital ratios. Treat-

the securitization structure, for example, the sefnent of these transactions as financings, how-
vicer or trustee, will be unable to fulfill their €ver, means that the assets in the pool remain on
contractual obligations. Moreover, investordhe balance sheet and are subject to capital
may be susceptible to concentrations of risk&quirements and the related liabilities to reserve
across various asset-backed security issuégquirements.

through overexposure to an organization per-

forming various roles in the securitization pro-

cess or as a result of geographic concentratior&l90.0.5 POLICY STATEMENT ON
within the pool of assets providing the casDHNVESTMENT SECURITIES AND

flows for an individual issue. Also, because theEND-USER DERIVATIVES

secondary markets for certain asset-backe8CTIVITIES

securities are thin, investors may encounter ) )

greater than anticipated difficulties whenOn April 23, 1998, the FFIEC issued a State-

seeking to sell their securities. Furthermore, cer- o
2. Note, however, that it is the Federal Reserve’s Regula-

. tion D that defines what constitutes a reservable liability of a
BHC Supervision Manual December 1998 depository institution. Thus, although a given transaction may
Page 4 qualify as an asset sale for call report purposes, it nevertheless
could result in a reservable liability under Regulation D.
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ment on Investment Securities and End-User Before an institution takes a position in any
Derivatives Activities, effective May 25, 1998. high-risk mortgage security, managemen
The statement was adopted by the Board afhould conduct an analysis to ensure that th
Governors and also the other federal financigbosition will reduce the institution’s overall
institutions regulatory agencies. It providesinterest-rate risk. It should also consider the
guidance on sound practices for managing thkquidity and price volatility of these products
risks of investment activities, focusing on soundefore their purchase.
risk-management practices that should be usedCMOs and REMICs were developed in
by state member banks and Edge corporationsesponse to investors’ concerns about the unce
The basic principles also apply to bank holdingainty of cash flows associated with the prepay
companies, which should manage and contrehent option of the underlying mortgagor. These
risk exposures on a consolidated basis, givingecurities can be collateralized directly by mort
recognition to the legal distinctions and potengages, but more often they are collateralized b
tial obstacles to cash movements amongnhortgage-backed securities issued or guaral
subsidiaries. teed by the Government National Mortgage
The statement’s principles set forth risk-Association (GNMA), the Federal National
management practices that are relevant to mosortgage Association (FNMA), or the Federal
portfolio-management endeavors. The statemerfome Loan Mortgage Corporation (FHLMC)
places greater emphasis on a risk-focuseahd held in trust for investors. The cash flow
approach to supervision. Instruments held fofrom the underlying mortgages is segmente
end-user reasons are considered, taking intind paid in accordance with a predetermine!
consideration a variety of factors such as marpriority to investors holding various tranches.
agement’s ability to manage and measure risBy allocating the principal and interest cash
within the institution’s holdings and the impactflows from the underlying collateral among the
of those holdings on aggregate portfolio riskseparate CMO tranches, different classes ¢
See section 2126.1 and SR-98312. bonds are created, each with its own state
maturity, estimated average life, coupon rate
and prepayment characteristics. It is essential t
2190.0.5.1 Mortgage-Derivative Productsunderstand the coupon rates of the underlyin
mortgages of the CMO or REMIC in order to
Mortgage-derivative products include instru-assess the prepayment sensitivity of the CM(
ments such as collateralized mortgage obligaranches.
tions (CMOs), real estate mortgage investment SMBSs consist of two classes of securities
conduits (REMICs), stripped mortgage-backegvith each class receiving a different portion of
securities (SMBSs), and CMO and REMICthe monthly interest and principal cash flows
residuals. Supervisory concerns about thesgom the underlying mortgage-backed securitie
instruments arise from their extreme sensitivityMBSs). An SMB, in its purest form, is con-
to interest rates and the resulting price volatilityyerted into an interest-only (10) strip, where the
This price volatility is caused in part by theinvestor receives all of the interest cash flow:
uncertain cash flows that result from changes iand none of the principal. An investor owning a
the prepayment rates of the underlying mortprincipal-only (PO) strip receives all of the prin-
gages. Institutions that purchase such high-risgipal cash flows and none of the interest. 1O
mortgage-derivative securities need to undefand POs have highly volatile price characteris
stand and effectively manage the associategts based, in part, on the prepayment variability
risks. The levels of activity in such productsef the underlying mortgages. Generally, PO:
should reasonably be related to the institution’sncrease in value when interest rates decline, i
capital, capacity to absorb losses, and level qfart because prepayments shorten the maturi
in-house management sophistication and expesf mortgages. In contrast, IOs and residuals ten
tise. Appropriate managerial and financial conto increase in value when interest rates ris
trols need to be in place, and the institution mustecause  prepayments decline, maturitie
analyze, monitor, and prudently adjust its holdiengthen, and more interest is collected on th
ings of high-risk mortgage securities in an enviunderlying mortgages.
ronment of changing price and maturity \when purchasing an 10, PO, or residual
expectations. without offsetting hedges, the investor may be
speculating on future interest-rate movement
3. The supervisory policy statement on Investment Securi-
ties and End-User Derivatives Activities is in tiederal BHC Supervision Manual December 1998
Reserve Regulatory Serviae3-1562. Page 5
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and how these movements will affect the preeent. In addition, securities such as participation
payment of the underlying collateral. Further-certificates and CMOs issued by FNMA or
more, stripped mortgage-backed securitieBHLMC are assigned a 20 percent risk weight.

that do not have a government agency’s or a However, several types of securities issued by
government-sponsored agency’s guarantee glNMA and FHLMC are excluded from the
principal and interest have an added element gbwer risk weight and slotted in the 100 percent
credit risk. The policy statement discusses thfsk category. Residual interests (for example,
appropriateness of these instruments for depostMO residuals) and subordinated classes of
tory institutions and the prudential meaSUr9§)ass_through securities or CMOs that absorb
thatadepository institution should take to Promore than their pro rata share of loss are
tect itself from undue risk when investing in assigned to the 100 percent risk-weight cate-
them. ) ) gory. Furthermore, all stripped mortgage-backed
Residuals represent claims on any cash flowsecurities, including 10s, POs, and similar
from a CMO issue or other asset-backed secinstruments, are also assigned to the 100 percent
rity remaining after the payments to the holdersisk-weight category because of their extreme
of the other classes have been made and aftgfice volatility and market risk. The treatment
trust-administration expenses are met. The ecof Stripped mortgage-backed securities will be
nomic value of a residual is a function of thereconsidered when a method to measure
present value of the anticipated cash flows. interest-rate risk is incorporated into the risk-
based capital guidelines.

A privately issued, mortgage-backed security

2190.0.6 RISK-BASED CAPITAL that meets the criteria listed below is considered
PROVISIONS AFFECTING ASSET as a direct or indirect holding of the underlying
SECURITIZATION mortgage-related assets and is assigned to the

same risk category as those assets (for example,
The risk-based capital framework has threg).S. government agency securities, U.S.
main features that will affect the asset-government—sponsored agency securities, FHA-
securitization activities of banking organiza-gnd VA-guaranteed mortgages, and conventional
tions. First, the framework assigns risk Weightsnortgages)_ However, under no circumstances
to loans, asset-backed securities, and othgyill a privately issued mortgage-backed security
assets related to securitization. Second, bamde assigned to the 0 percent risk category.
holding companies that transfer assets witlTherefore, private issues that are backed by
recourse to the seller as part of the securitizatioGNMA securities will be assigned to the 20 per-
process will now explicitly be required to hold cent risk category as opposed to the 0 percent
capital against their off-balance-sheet creditategory appropriate to the underlying GNMA
exposures. Third, banking organizations thagecurities. Following are the criteria that a pri-
provide credit enhancement to assetvately issued mortgage-backed security must
securitization issues through standby letters aheet to be assigned the same risk weight as the
credit or by other means will have to holdunderlying assets:
capital against the related off-balance-sheet
credit exposure. 1
The risk weights assigned to an asset-backed

security depend on the issuer and whether the priority, perfected security interest in the

assets that comprise the collateral pool are underlying assets on behalf of the holders of
mortgage-related assets. Asset-backed securities o security.

issued by a trust or by a single-purpose corpor
tion and backed by nonmortgage assets are to
assigned a risk weight of 100 percent.
Securities guaranteed by U.S. government

agencies and those issued by U.S. government—
sponsored agencies are assigned risk weights of
0 and 20 percent, respectively, because of the
low degree of credit risk. Accordingly, mort-
gage pass-through securities guaranteed by
GNMA are placed in the risk category of O per-

The underlying assets are held by an inde-
pendent trustee, and the trustee has a first-

%e The holder of the security has an undivided
pro rata ownership interest in the underlying
mortgage assets, or the trust or single-
purpose entity (or conduit) that issues the

BHC Supervision Manual December 1998
Page 6
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security has no liabilities unrelated to thesecurities issued or guaranteed by governme
issued securities. agencies (12 U.S.C. 335 and 12 U.S.C. 24 (Se\
3. The cash flow from the underlying assets oénth)). Bank holding companies may underwrite
the security in all cases fully meets the cashand deal in U.S. government and agency an
flow requirements of the security withoutstate and municipal securities and other obliga
undue reliance on any reinvestment incometions that state member banks are authorize
4. No material reinvestment risk is associatedo underwrite and deal in under section 16 o
with any funds awaiting distribution to the the Glass-Steagall Act (referred to as “eligible-
holders of the security. securities”), as authorized by section
Those privately issued mortgage-backe@25.28(b)(8) of Regulation Y. By Board order,
securities that do not meet the above criteria afeeginning in 1987, certain bank holding com-
to be assigned to the 100 percent risk categorypany nonbanking subsidiaries were given the
If the underlying pool of mortgage-relatedauthority to underwrite and deal in “ineligible
assets is composed of more than one type akcurities” that member banks may not under
asset, then the entire class of mortgage-backedite and deal in, specifically—
securities is assigned to the category appropriate municipal revenue bonds, including “public-
to the highest risk-weighted asset in the asset ownership” industrial-development bonds
pool. For example, if the security is backed by a  (tax-exempt bonds in which the governmen-
pool consisting of U.S. government-sponsored tal issuer, or the government unit on behal
agency securities (for example, FHLMC partici-  of which the bonds are issued, is the owner
pation certificates) that qualify for a 20 percent for federal income tax purposes, of the
risk weight and conventional mortgage loans financed facility—such as airports, mass
that qualify for the 50 percent risk category, transportation facilities, and water pollution
then it would receive the 50 percent risk weight.  control facilities);
As previously mentioned, bank holding com-> - mortgage-related  securities  (obligations

panies report their activities in accordance with - gecyred by or representing an interest in one
GAAP, which permits asset-securitization trans- 4 foyr-family residential real estate);

actions to be treated as sales when certain ¢ty mer receivable-related securities; anc
teria are met, even when there is recourse to th4e . . .
seller. With the advent of risk-based capital®- "Prime quality” commercial paper.
bank holding companies will be explicitty _InJanuary 1989, certain bank holding compa
required to hold capital against the off-balancebies having section 20 nonbanking subsidiarie
sheet credit exposure arising from the continwere also approved to underwrite and deal i
gent liability associated with the recourse providebt or equity securities (excluding open-enc
sions. This exposure is considered a direct credfivestment companies). The Board, howeve
substitute that would be converted at 100 perequired that each applicant establish the nece
cent to an on-balance-sheet credit-equivale$@ry managerial and operational infrastructur
amount for appropriate risk weighting. before receiving Board author_gatmn to com-

Banking organizations that issue standby lethence the expanded underwriting and dealin
ters of credit for asset-backed security issues, &tivity. All bank holding companies having
credit enhancements, must hold capital again§€ction 20 Board orders are subject to specifi
these contingent liabilities under the risk-basegonditions (*firewalls”) as stated within their
capital guidelines. According to the guidelines'espective Board orders.
financial standby letters of credit are direct On September 21, 1989, the Board approve
credit substitutes, which are converted in theiby order (1989 FRB 751) the ability of bank
entirety to credit-equivalent amounts. Theholding company subsidiaries to underwrite anc
credit-equivalent amounts are then risk weightedeal in securities of affiliates, consistent with
according to the type of counterparty or, ifsection 20 of the Glass-Steagall Act, if the
relevant, to any guarantee or collateral. securities—

1. are rated by an unaffiliated, nationally recog:
nized statistical rating organization or

2190.0.7 UNDERWRITING AND * National Morigage Associaion (FNMIA) the
DEALING IN SECURITIES Federal Home Loan Mortgage Corporation

) ) ~ (FHLMC), or the Government National
Member banks may underwrite and deal in obli-

gations of the United States, general obligationsHC Supervision Manual December 1997
of states and political subdivisions, and certain Page 7
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Mortgage Association (GNMA), or represent2190.0.9 INSPECTION PROCEDURES

interests in such obligations.

For a more detailed description of underwriting 1. Review the parent company’s policies and

and dealing in bank-ineligible securities, see

section 2185.0.
The securitization power of national banks

was reaffirmed on February 20, 1990, when the
Supreme Court let stand a court of appeals
ruling that permits national banks to package
and sell mortgage loans as securities. The ruling
confirms that they not only can sell but can also
underwrite mortgage-backed securities from

mortgage loans that they originat&gcurities
Industry Associatiorv. Clarke 885 F.2d 1034
(2d Cir. 1989)cert. denied110 S.Ct. 1113).

2190.0.8 INSPECTION OBJECTIVES 2.

1. To determine that securitization activities are

integrated into the overall strategic objec-
tives of the organization.

. To determine that sources of credit risk are
understood, and properly analyzed and man-
aged, without excessive reliance on credit
ratings by outside agencies.

. To determine that credit, operational, and
other risks are recognized and are addressed-
through appropriate policies, procedures,
management reports, and other controls.

. To determine that liquidity and market risks
are recognized and that the organization is
not excessively dependent on securitization®-
as a substitute for funding or as a source of
income.

. To determine that steps have been taken to
minimize the potential for conflicts of inter-
est due to securitization.

. To determine that possible sources of struc-
tural failure in securitization transactions are
recognized and that the organization has
adopted measures to minimize the impact of
such failures if they occur.

. To determine that the organization is aware
of the legal risks and uncertainty regarding
various aspects of securitization.

. To determine that concentrations of exposure
in the underlying asset pools, in the asset-7-
backed securities portfolio, or in the struc-
tural elements of securitization transactions,
are avoided.

. To determine that all sources of risk are
evaluated at the inception of each securitiza-
tion activity and are monitored on an ongo-
ing basis.

BHC Supervision Manual
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procedures to ensure that its banking and
nonbanking subsidiaries follow prudent
standards of credit assessment and approval
for all securitization exposure. Procedures
should include thorough and independent
credit assessment of each loan or pool for
which it has assumed credit risk, followed
by periodic credit reviews to monitor per-
formance throughout the life of the expo-
sure. If a banking organization invests in
asset-backed securities, determine whether
there is sole reliance on conclusions of
external rating services when evaluating the
securities.

Determine that rigorous credit standards are
applied regardless of the role the organiza-
tion plays in the securitization process, e.g.,
servicer, credit enhancer, or investor.

3. Determine that major policies and proce-

dures, including internal credit-review and
-approval procedures and “in-house” expo-
sure limits, are reviewed periodically and
approved by the bank holding company’s
board of directors.

Determine whether adequate procedures for
evaluating the organization’s internal con-
trol procedures and the financial strength of
the other institutions involved in the securi-
tization process are in place.

Obtain the documentation outlining the
remedies available to provide credit
enhancement in the event of a default. Also,
both originators and purchasers of securi-
tized assets have prospectuses on the issue.
Obtaining a copy of the prospectus can be
an invaluable source of information. Pro-
spectuses generally contain information on
credit enhancement, default provisions, sub-
ordination agreements, etc.

6. Ensure that, regardless of the role an institu-

tion plays in securitization, the documenta-
tion for an asset-backed security clearly
specifies the limitations of the institution’s
legal responsibility to assume losses.

Verify whether the banking organization,
acting as originator, packager, or under-
writer, has written policies addressing the
repurchase of assets and other reimburse-
ment to investors in the event that a
defaulted package results in losses exceed-
ing any contractual credit enhancement.
The repurchase of defaulted assets or pools
in contradiction of the underlying agree-
ment in effect sets a standard by which a
banking organization could be found legally
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10.

11.

12.

13.

14.

liable for all “sold” assets. Review and
report any situations in which the organiza-
tion has repurchased or otherwise reim-
bursed investors for poor-quality assets.

. Classify adverse credit risk associated with

securitization of assets when analyzing the
adequacy of an organization’s capital or

d. information regarding portfolio aging
and performance relative to expecta-
tions; and

e. periodic and timely information to senior
management and directors on the organi
zation’s involvement in, and credit expo-
sure arising from, securitization.

reserve levels. Adverse credit risk should béd 5. Ensure that internal auditors examine al

classified accordingly.

. Aggregate securitization exposures with allL6.

loans, extensions of credit, debt and equity
securities, legally binding financial guaran-
tees and commitments, and any other
investments involving the same obligor
when determining compliance with internal
credit exposure limits.

Review securitized assets for industrial or
geographic concentrations. Excessive expo-
sures to an industry or region among the
underlying assets should be noted in the
review of the loan portfolio.

Ensure that, in addition to policies limiting 17.

direct credit exposure, an institution has
developed exposure limits with respect to
particular originators, credit enhancers,
trustees, and servicers.

Review the policies of the banking organi-
zation engaged in underwriting with regard

to situations in which it cannot sell under-18.

written asset-backed securities. Credit

review, funding capabilities, and approval

limits should allow the institution to pur-

chase and hold unsold securities. All poten-

tial credit exposure should be within legal

lending limits.

Ensure that internal systems and controls

adequately track the performance and con-

dition of internal exposures and adequately

monitor the organization’s compliance with

internal procedures and limits. In addition,

adequate audit trails and internal audit cov-

erage should be provided.

Determine that management information

systems provide—

a. a listing of all securitizations in which
the organization is involved,

b. a listing of industry and geographic
concentration;

c. information on total exposure to specific
originators, servicers, credit enhancers,
trustees, or underwriters;

facets of securitization regularly.
Review policies and procedures for compli-
ance with applicable state lending limits
and federal law such as section 5136 of th
Revised Code. These requirements must k
analyzed to determine whether a particula
asset-backed security issue is considered
single investment or a loan to each of the
creditors underlying the pool. Collateral-
ized mortgage obligations may be exemp
from this limitation if they are issued or
guaranteed by an agency or instrumentalit
of the U.S. government.

Determine whether the underwriting of

asset-backed securities of affiliates are—

a. rated by an unaffiliated, nationally recog-
nized statistical rating organization or

b. issued or guaranteed by FNMA,
FHLMC, or GNMA or represent inter-
ests in such obligations.

If the parent organization or any of its bank-
ing and nonbanking subsidiaries invests ir
high-risk mortgage-derivative securities,
determine whether management effectively
manages the associated risks commensure
with the level of activity.

a. Determine whether the level of activity
is reasonably related to the level of capi-
tal, the organization’s ability to absorb
losses, and the level of in-house manage
ment sophistication and expertise.

b. Ascertain whether the appropriate mana
gerial and financial controls are required
to be in place, and whether the paren
organization analyzes, monitors, and
prudently adjusts holdings of such high-
risk securities when an environment of
changing price and maturity expecta-
tions exists. In that regard, determine tc
what extent the organization considers
the liquidity and price volatility of the
high-risk mortgage derivative products
prior to their acquistion.

BHC Supervision Manual
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Subprime Lending (Risk Management and
Internal Controls) Section 2190.0¢

Subprime lending presents unique and signifidefault and resulting loan losses. However, ir
cantly greater risk to banking organizationgecent years a number of lendersave extended
(BOs) associated with the activityraising their risk-selection standards to attract lower:
issues about how well they are prepared taredit-quality accounts, often referred to as
manage and control those risks. Subprimesubprime loans. Moreover, recent turmoil in the
lending institutions need strong risk-equity and asset-backed securities market h:
management practices and internal controls, aswused some nonbank subprime specialists
well as board-approved policies and proceduresxit the market, thus creating increased oppol
that appropriately identify, measure, monitortunities for financial institutions to enter, or
and control all associated risks. BOs considerexpand their participation in, the subprime-
ing or engaging in this type of lending shouldlending business
recognize the additional risks inherent in this The term “subprime lending” is defined for
activity and determine if these risks are acceptthis statement as extending credit to borrower
able and controllable, given their organization’svho exhibit characteristics indicating a signifi-
financial condition, asset size, level of capitacantly higher risk of default than traditional
support, and staff size. bank lending customersRisk of default may be
In response to concerns about subprime lendneasured by traditional credit-risk measure:
ing, the statement “Interagency Guidance or{credit/repayment history, debt-to-income lev-
Subprime Lending,” was issued on March lels, etc.) or by alternative measures such &
19992 The statement’s objective is to increaseredit scores. Subprime borrowers represent
awareness among examiners and financial instiroad spectrum of debtors ranging from thos
tutions of some of the pitfalls and hazards ofwho have exhibited repayment problems due t
this type of lending and to provide generalan adverse event, such as job loss or medic
supervisory guidance on the topic. See SR-9%mergency, to those who persistently mismar
06. The statement is directed to insured deposage their finances and debt obligations. Suk
tory institutions and their subsidiaries, whichprime lending does not include loans to bor-
includes state member banks. As such, the guidewers who have had minor, temporary credi
ance applies only indirectly to bank holdingdifficulties but are now current. This guid-
companies with regard to their supervision ofance applies to direct extensions of credit
insured depository institutions. Bank holdingthe purchase of subprime loans from other lend
companies should also consider the statementss, including delinquent or credit-impaired
guidance as they supervise the lending activitidleans purchased at a discount; the purchas
of their nonbanking subsidiaries. Bank holdingof subprime automobile or other financing
company examiners should consider this guid“paper” from lenders or dealers; and the pur-
ance in conjunction with the loan-administrationchase of loan companies that originate subprim
and lending-standards inspection guidance iloans.
section 2010.2, and the guidance for asset secu-Due to their higher risk, subprime loans com-
ritization in section 2190.0. The text of themand higher interest rates and loan fees tha
statement follows. (Section numbers have beethose offered to standard-risk borrowers. Thes
added for reference, and some wording has bedémans can be profitable, provided the price
slightly altered to make the policy appropriatecharged by the lender is sufficient to cover
for this manual.) higher loan-loss rates and overhead costs relat
to underwriting, servicing, and collecting the
loans. Moreover, the ability to securitize and
2190.05.1 INTERAGENCY GUIDANCE sell subprime portfolios at a profit while retain-
ON SUBPRIME LENDING ing the servicing rights has made subprime lend
ing attractive to a larger number of institutions,
Insured depository institutions have traditionfurther increasing the number of subprime lend
ally avoided lending to customers with poor

credit histories because of the higher risk of 3. The terms “lenders,” “financial institutions,” and “insti-
tutions,’ . . . refer to insured depository institutions and their

- . o subsidiaries.

1. The term “banking organizations” refers to bank hold- 4 For purposes of this statement, loans to customers wh
ing companies and their banking and nonbanking subsidiariegye not subprime borrowers are referred to as “prime.”

2. The statement was adopted and issued by the Board of
Governors of the Federal Reserve System, the Federal
Deposit Insurance Corporation, the Office of the ComptrolleBHC Supervision Manual December 1999
of the Currency, and the Office of Thrift Supervision. Page 1
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ers and loans. . . [A] number of financial the deficiency within a reasonable timeframe or
institutions have experienced losses attributablee subject to supervisory action. In light of the
to ill-advised or poorly structured subprime-higher risks associated with this type of lending,
lending programs. This has brought greater. . higher minimum-capital requirements [may
supervisory attention to subprime lending ande imposed] on institutions engaging in sub-

the ability of insured depository institutions toprime lending.

manage the unique risks associated with this
activity.

Institutions should recognize the additional2190.05.3 RISK MANAGEMENT

risks inherent in subprime lending and deter-

mine if these risks are acceptable and corifhe following items are essential components of
trollable given the institution’s staff, financial a well-structured risk-management program for
condition, size, and level of capital supportsubprime lenders:

Institutions that engage in subprime lending in

any significant way should have board-approved.

policies and procedures, as well as internal con-
trols that identify, measure, monitor, and control
these additional risks. Institutions that engage in
a small volume of subprime lending should have
systems in place commensurate with their level
of risk. Institutions that began a subprime-
lending program prior to the issuance of this
guidance should carefully consider whether their
program meets the following guidelines and
should implement corrective measures for any
area that falls short of these minimum standards.
If the risks associated with this activity are not
properly controlled, the agencies consider
subprime lending a high-risk activity that is
unsafe and unsound.

2190.05.2 CAPITALIZATION

[Slubprime-lending activities can present a
greater-than-normal risk for financial institu-
tions and the deposit insurance funds; therefore,
the level of capital institutions need to support
this activity should be commensurate with the
additional risks incurred. The amount of addi-
tional capital necessary will vary according to
the volume and type of subprime activities pur-
sued and the adequacy of the institution’s risk-
management program. Institutions should deter-
mine how much additional capital they need to
offset the additional risk taken in their subprime
lending activities and document the methodol-
ogy used to determine this amount. The agen-
cies will evaluate an institution’s overall capital

adequacy on a case-by-case basis through on-

site examinations and off-site monitoring pro-
cedures considering, among other factors, the
institution’s own analysis of the capital needed
to support subprime lending. Institutions deter-
mined to have insufficient capital must correct

BHC Supervision Manual December 1999
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Planning and strategyPrior to engaging in
subprime lending, the board and manage-
ment should ensure that proposed activities
are consistent with the institution’s over-
all business strategy and risk tolerances,
and that all involved parties have properly
acknowledged and addressed critical busi-
ness risk issues. These issues include the
costs associated with attracting and retaining
qualified personnel, investments in the tech-
nology necessary to manage a more complex
portfolio, a clear solicitation and origination
strategy that allows for after-the-fact assess-
ment of underwriting performance, and the
establishment of appropriate feedback and
control systems. The risk-assessment process
should extend beyond credit risk and appro-
priately incorporate operating, compliance,
and legal risks. Finally, the planning process
should set clear objectives for performance,
including the identification and segmentation
of target markets and/or customers, and per-
formance expectations and benchmarks for
each segment and the portfolio as a whole.
Institutions establishing a subprime-lending
program should proceed slowly and cau-
tiously into this activity to minimize the
impact of unforeseen personnel, technology,
or internal control problems and to determine
if favorable initial profitability estimates are
realistic and sustainable.

2. Staff expertise Subprime lending requires

specialized knowledge and skills that many
financial institutions may not possess. Mar-
keting, account-origination, and collections
strategies and techniques often differ from
those employed for prime credit; thus it may
not be sufficient to have the same lending
staff responsible for both subprime loans and
other loans. Additionally, servicing and col-
lecting subprime loans can be very labor
intensive. If necessary, the institution should
implement programs to train staff. The board
should ensure that staff possesses sufficient
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expertise to appropriately manage the risks
in subprime lending and that staffing levels
are adequate for the planned volume of
subprime activity. Seasoning of staff and
loans should be taken into account as perfor-
mance is assessed over time.

. Lending policy A subprime-lending policy
should be appropriate to the size and
complexity of the institution’s operations
and should clearly state the goals of the
subprime-lending program. While not
exhaustive, the following lending standards

should be addressed in any subprime-lending.

policy:

a. types of products offered as well as those
that are not authorized

b. portfolio targets and limits for each credit
grade or class

c. lending and investment authority clearly
stated for individual officers, supervisors,
and loan committees

d. a framework for pricing decisions and
profitability analysis that considers all
costs associated with the loan, including
origination costs, administrative/servicing
costs, expected charge-offs, and capital

e. collateral evaluation and appraisal
standards

f. well-defined and specific underwriting
parameters (i.e., acceptable loan term,
debt-to-income ratios, loan-to-collateral-
value ratios for each credit grade, and
minimum acceptable credit score) that are
consistent with any applicable supervi-
sory guideline8

g. procedures for separate tracking and
monitoring of loans approved as excep-
tions to stated policy guidelines

h. credit-file documentation requirements
such as applications, offering sheets, loan
and collateral documents, financial state-
ments, credit reports, and credit memo-
randa to support the loan decision

i. correspondent/broker/dealer approval pro-
cess, including measures to ensure that
loans originated through this process meet
the institution’s lending standards

If the institution elects to use credit scoring

(including applications scoring) for approv-g,

als or pricing, the scoring model should be
based on a development population that cay
tures the behavioral and credit characteristic
of the subprime population targeted for the
products offered. Because of the significan
variance in characteristics between the
subprime and prime populations, institutions
should not rely on models developed solely
for products offered to prime borrowers. Fur-
ther, the model should be reviewed fre-
quently and updated as necessary to ensu
that assumptions remain valid.
Purchase evaluatianinstitutions that pur-
chase subprime loans from other lenders ©
dealers must give due consideration to the
cost of servicing these assets and the loa
losses that may be experienced as they evall
ate expected profits. For instance, some lenc
ers who sell subprime loans charge borrow
ers high up-front fees, which are usually
financed into the loan. This provides incen-
tive for originators to produce a high volume
of loans with little emphasis on quality, to
the detriment of a potential purchaser. Fur
ther, subprime loans, especially those pur
chased from outside the institution’s lending
area, are at special risk for fraud or misrepre
sentation (i.e., the quality of the loan may be
less than the loan documents indicate).
Institutions should perform a thorough
due-diligence review prior to committing to
purchase subprime loans. Institutions shouls
not accept loans from originators that do no
meet their underwriting criteria, and should
regularly review loans offered to ensure thal
loans purchased continue to meet those crite
ria. Deterioration in the quality of purchased
loans or in the portfolio’s actual performance
versus expectations requires a thoroug
reevaluation of the lenders or dealers whe
originated or sold the loans, as well as &
reevaluation of the institution’s criteria for
underwriting loans and selecting dealers an
lenders. Any such deterioration may alsc
highlight the need to modify or terminate the
correspondent relationship or make adjust
ments to underwriting and dealer/lender
selection criteria.
Loan-administration proceduresAfter the
loan is made or purchased, loan-

administration procedures should provide fol
the diligent monitoring of loan performance
and establish sound collection efforts. Tc
minimize loan losses, successful subprime
lenders have historically employed stronge!

5. Extensions of credit secured by real estate, whether
subprime or otherwise, are subject to the Interagency Guide-
lines for Real Estate Lending Policies, which establish super-
visory loan-to-value (LTV) limits on various types of real
estate loans and impose limits on an institution’s aggregate
investment in loans that exceed the supervisory LTV limits.
See 12 C.F.R. 34, subpart D (OCC); 12 C.F.R. 208, appendix T
C (FRB); 12 C.F.R. 365 (FDIC); and 12 C.F.R. 560.100-101BHC Supervision Manual
(OTS) for further information.

December 1999
Page 3
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collection efforts such as calling delinquent
borrowers frequently, investing in tech-
nology (e.g., using automatic dialing for
follow-up telephone calls on delinquent
accounts), assigning more experienced col-
lection personnel to seriously delinquent
accounts, moving quickly to foreclose or
repossess collateral, and allowing few loary.
extensions. This aspect of subprime lending
is very labor intensive but critical to the
program’s success. To a large extent, the cost
of such efforts can represent a tradeoff rela-
tive to future loss expectations when an insti-
tution analyzes the profitability of subprime

lending and assesses its appetite to expand or

continue this line of business.

Subprime loan-administration procedures
should be in writing and at a minimum
should detail—

a. billing and statement procedures;

b. collection procedures;

c. content, format, and frequency of manage-
ment reports;

d. asset-classification criteria;

e. methodology to evaluate the adequacy of
the allowance for loan and lease losses
(ALLL);

f. criteria for allowing loan extensions,
deferrals, and re-agings;

g. foreclosure and repossession policies and
procedures; and

h. loss-recognition policies and procedures.

. Loan review and monitoringOnce loans are

booked, institutions must perform an ongo-

ing analysis of subprime loans, not only on
an aggregate basis but also for subportfolios.

Institutions should have information systems

in place to segment and stratify their port-

folio (e.g., by originator, loan-to-value, debt-
to-income ratios, credit scores) and produce
reports for management to evaluate the per-
formance of subprime loans. The review pro-
cess should focus on whether performance
meets expectations. Institutions then need to
consider the source and characteristics of
loans that do not meet expectations and make
changes in their underwriting policies and
loan-administration procedures to restore
performance to acceptable levels.

When evaluating actual performance
against expectations, it is particularly impor-
tant that management review credit scoring,
pricing, and ALLL adequacy models. Mod-
els driven by the volume and severity of8.
historical losses experienced during an eco-

BHC Supervision Manual
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nomic expansion may have little relevance in
an economic slowdown, particularly in the
subprime market. Management should ensure
that models used to estimate credit losses or
to set pricing allow for fluctuations in the
economic cycle and are adjusted to account
for other unexpected events.

Consumer protectianinstitutions that origi-
nate or purchase subprime loans must take
special care to avoid violating fair lending
and consumer protection laws and regula-
tions. Higher fees and interest rates com-
bined with compensation incentives can fos-
ter predatory pricing or discriminatory
“steering” of borrowers to subprime prod-
ucts for reasons other than the borrower’s
underlying creditworthiness. An adequate
compliance-management program must iden-
tify, monitor, and control the consumer pro-
tection hazards associated with subprime
lending.

Subprime mortgage lending may trigger
the special protections of the Home Owner-
ship and Equity Protection Act of 1994, sub-
title B of title | of the Riegle Community
Development and Regulatory Improvement
Act of 1994. This act amended the Truth in
Lending Act to provide certain consumer
protections in transactions involving a class
of nonpurchase, closed-end home mortgage
loans. Institutions engaging in this type of
lending must also be thoroughly familiar
with the obligations set forth in Regulation Z
(12 C.F.R. 226.32), Regulation X, and the
Real Estate Settlement Procedures Act
(RESPA) (12 U.S.C. 2601) and adopt poli-
cies and implement practices that ensure
compliance.

The Equal Credit Opportunity Act makes
it unlawful for a creditor to discriminate
against an applicant on a prohibited basis
regarding any aspect of a credit transaction.
Similarly, the Fair Housing Act prohibits dis-
crimination in connection with residential
real estate related transactions. Loan officers
and brokers must treat all similarly situated
applicants equally and without regard to any
prohibited basis characteristic (e.g., race, sex,
age, etc.). This is especially important with
respect to how loan officers or brokers assist
customers in preparing their applications or
otherwise help them to qualify for loan
approval.

Securitization and salé&Some subprime lend-
ers have increased their loan-production and
-servicing income by securitizing and selling
the loans they originate in the asset-backed
securities market. Strong demand from
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investors and favorable accounting rules
often allow securitization pools to be sold
at a gain, providing further incentive for
lenders to expand their subprime-lending
program. However, the securitization of
subprime loans carries inherent risks, includ-
ing interim credit risk and liquidity risk, that
are potentially greater than those for securi-
tizing prime loans. Accounting for the sale
of subprime pools requires assumptions that
can be difficult to quantify, and erroneous
assumptions could lead to the significant
overstatement of an institution’s assets.
Moreover, the practice of providing support
and substituting performing loans for nonper-
forming loans to maintain the desired level
of performance on securitized pools has the
effect of masking credit-quality problems.
[Tlurmoil in the financial markets [can 9.
illustrate] the volatility of the secondary mar-
ket for subprime loans and the significant
liquidity risk incurred when originating a
large volume of loans intended for securitiza-
tion and sale. Investors can quickly lose their
appetite for risk in an economic downturn or
when financial markets become volatile. As a
result, institutions that have originated, but
have not yet sold, pools of subprime loans
may be forced to sell the pools at deep dis-
counts. If an institution lacks adequate per-
sonnel, risk-management procedures, or
capital support to hold subprime loans origi-
nally intended for sale, these loans may strain
an institution’s liquidity, asset quality, earn-
ings, and capital. Consequently, institutions
actively involved in the securitization and
sale of subprime loans should develop a con-
tingency plan that addresses back-up pur-
chasers of the securities or the attendant ser-
vicing functions, alternate funding sources,
and measures for raising additional capital.
Institutions should refer to Statement of
Financial Accounting Standards No. 125
(FAS 125), “Accounting for Transfers and
Servicing of Financial Assets and Extin-
guishments of Liabilities,” for guidance on
accounting for these transactions. If a securi-

management should consider the appropriat
discount rates, credit-loss rates, and prepay
ment rates associated with subprime pool
when valuing these assets. Since the relativ
importance of each assumption varies with
the underlying characteristics of the produc
types, management should segment secul
tized assets by specific pool, as well as pre
dominant risk and cash-flow characteris-
tics, when making the underlying valuation
assumptions. In all cases, however, institu
tions should take a conservative approac
when developing securitization assumption:
and capitalizing expected future income from
subprime lending pools. Institutions should
also consult with their auditors as necessar
to ensure their accounting for securitization:s
is accurate.
Reevaluationinstitutions should periodically
evaluate whether the subprime-lending pro
gram has met profitability, risk, and perfor-
mance goals. Whenever the program falls
short of original objectives, an analysis
should be performed to determine the caus
and the program should be modified appro
priately. If the program falls far short of
the institution’s expectations, managemen
should consider terminating it. Questions tha
management and the board need to ask me
include:

a. Have cost and profit projections beer
met?

b. Have projected
accurate?

c. Has the institution been called upon to
provide support to enhance the quality
and performance of loan pools it has
securitized?

d. Were the risks inherent in subprime lend-
ing properly identified, measured, moni-
tored, and controlled?

e. Has the program met the credit needs c
the community that it was designed to
address?

loss estimates beel

tization transaction meets FAS 125 sale 02190.05.4 INSPECTION OBJECTIVES

servicing criteria, the seller must recognize
any gain or loss on the sale of the pool
immediately and carry any retained interests
in the assets sold (including servicing rights/
obligations and interest-only strips) at fair
value. Management should ensure that thg
key assumptions used to value these retained
interests are reasonable and well supported,

To assess and evaluate the extent
subprime-lending activities and whether
management has adequately planned for th
activity.

To determine whether the BO has the finan
cial capacity, including capital adequacy, to

both for the initial valuation and for subse-BHC Supervision Manual

quent quarterly revaluations. In particular,

December 1999
Page 5



Subprime Lending 2190.05

conduct the high-risk activity of subprime
lending.

3. To establish whether management has com-
mitted the necessary resources with regard tcb.
technology and skilled personnel to manage
the subprime-lending program.

4. To ascertain whether management has estab-
lished adequate subprime-lending standards
and is maintaining proper controls over the
subprime-lending program.

5. To determine if the BO has contingency
plans for subprime lending and if they are 6.
adequate for volatile financial markets and
during economic downturns. subprime loans originated or purchased,

6. To review and evaluate the performance including—
of the subprime-lending program, includ- a. collection, repossession, and disclosure
ing its profitability, delinquency, and loss procedures;
experience. b. management of the level and effective

use of skilled staffing and advanced

technology;

the adequacy of the allowance for loan

and lease losses; and

the adequacy and accuracy of models

used to estimate credit losses or to set

pricing, making certain that the models
account for economic cycles and other
unexpected events.

Review securitization transactions for com-

pliance with FAS 125 and this guidance,

including whether the BO has provided any
support to maintain the credit quality of
loans pools it has securitized.

Analyze the performance of the program,

program. See also section 2010.2 with
regard to loan administration and lending
standards.

Determine whether the BO’s contingency
plans are adequate to address the issues of
(1) alternative funding sources, (2) back-up
purchasers of the securities or the attendant
servicing functions, and (3) methods of rais-
ing additional capital during an economic
downturn or when financial markets
become volatile.

Review and evaluate loan-administration
and loan-monitoring procedures for

2190.05.5 INSPECTION PROCEDURES c.

1. Determine whether the subprime-lending d.
activities are consistent with the banking
organization’s overall business strategy and
risk tolerances, and that all critical business
risks have been identified and considered.

2. Assess whether the BO has the financial7.
capacity, including capital adequacy, to con-
duct the high-risk activity of subprime lend-
ing safely without any undue concentra-
tions of credit.

3. Ascertain if management has committed the8.

necessary resources in terms of technology
and skilled personnel to manage and con-

trol the risks associated with the volume 9.

and complexity of the subprime-lending
program.

. Determine if management has established
adequate lending standards that are appro-

priate for the size and complexity of the10.

BO'’s operations and is maintaining proper
controls over the program. See subsection
2190.05.3 for the lending standards that
should be included in the subprime-loan

BHC Supervision Manual
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including profitability, delinquency, and
loss experience.

Consider management's response to
adverse performance trends, such as higher-
than-expected prepayments, delinquencies,
charge-offs, customer complaints, and
expenses.

Determine if the BO’s subprime-lending
program effectively manages the credit,
market, liquidity, reputational, operational,
and legal risks associated with subprime-
lending operations.



Credit-Supported and Asset-Backed Commercial
Paper Programs Section 2190.

2190.1.1INTRODUCTION TO CREDIT- Asset-backed commercial paper program
SUPPORTED AND ASSET-BACKED have been in existence since the early 1980s a
COMMERCIAL PAPER have grown substantially over the last few years
These programs use a special-purpose enti
The issuance of commercial paper provides a(SPE) to acquire receivables generally origi:
alternative to bank borrowing for large corpora-nated either by corporations or sometimes b
tions (nonfinancial and financial) and municipalthe advising bank itsef.The SPEs, which are
ities. Generally, commercial paper issuers arewned by third partie$,fund their acquisitions
those with high credit ratings. In recent yearspf receivables by issuing commercial paper tha
however, some corporations with lower crediis to be repaid from the cash flow of the
ratings have been able to issue commerciakceivables.
paper by obtaining credit enhancements (credit Bank involvement in an asset-backed com
support from a firm with a high credit ratifigor mercial paper program can range from advisin
other high-quality asset collateral (asset-backeithe program to advising and providing all of the
commercial paper) to allow them to enter theaequired credit and liquidity enhancements ir
market as issuers. An example of creditsupport of the SPE’'s commercial paper. Typi-
supported commercial paper is one supported yally, the advising bank, or an affiliate, performs
a letter of credit (LOC), the terms of whicha review to determine if the receivables of
specify that the bank issuing the LOC guaranpotential program participants (i.e., corporate
tees that the bank will pay off the commercialsellers) are eligible for purchase by the SPE
paper if the issuer fails to pay off the commer-The scope of the review is similar to that used ir
cial paper upon maturity/A credit enhancement structuring credit card or automobile-loan-
could also consist of a surety bond from arbacked transactions.
insurance company. Once the bank (or its affiliate) determines tha
a receivables portfolio has an acceptable credi
risk profile, it approves the purchase of the

2190.1.2 COMMERCIAL BANK portfolio at a discounted price by the SPE. The
INVOLVEMENT IN CREDIT- bank or its affiliate may also act as the operatin
ENHANCED AND ASSET-BACKED agent for the SPE. This entails structuring the
COMMERCIAL PAPER sale of receivable pools to the SPE and the

overseeing the performance of the pools on a
A number of commercial banks have becomengoing basis.
involved in credit-enhanced and asset-backed The SPE pays for the receivables by issuin
commercial paper programs. These securitiz&ommercial paper in an amount equal to the
tion programs enable banks to help arrangdiscounted price paid for the receivables. The
short-term financing support for their customerslifference between the face value of the receiv
without having to extend credit directly. This ables and the discounted price paid provides, ¢
provides borrowers with an alternative source ofliscussed below, the first level of credit protec:
funding and allows banks to earn fee income fotion for the commercial paper. The individual
managing the programs. Fees are earned foepmpanies selling their receivables traditionally
providing credit and liquidity enhancements toact as the servicer for receivables sold to al
these programs. SPE; that is, they are responsible for collecting
It is important to emphasize that involvementprincipal and interest payments from the obli-
in such programs can have potentially signifi-
cant implications for the organizations’ credit
and liquidity risk exposure. Therefore, examin-

ers need to be fully informed on the fundamen- 3. To date, the type of receivables that have been include
in,such programs are trade receivables, installment sales co

ta_ls of these programs, on the risks aSS_OCIE_thQd& financing leases, and noncancelable portions of operz

with these programs, and on the examinatiomg leases and credit card receivables.

and inspection procedures for banking organiza;l 4(-‘ Employees 0”f an invistmem ba?k;]ng firm or hsoms othe

i i i i third party generally own the equity of the SPE. The advising

tions engaged in this activity. bank can specifically avoid owning the stock if it does not
want to raise the issue of whether it must consolidate the SP
for accounting purposes.

1. Such paper is usually callededit-supported commer- .
cial paper BHC Supervision Manual June 1993

2. Usually referred to asOC paper Page 1



Credit-Supported and Asset-Backed Commercial Paper Programs (Asset Securitization)  2190.1

gors and passing these funds on to the SPE onliquidity facility covering the remaining 85 to
periodic basis. The SPE then distributes th80 percent.
proceeds to the holders of the commercial paper.
Asset-backed commercial paper programs
typically have several levels of credit enhance2190.1.3 RISK-BASED CAPITAL
ment cushioning the commercial paper purTREATMENT FOR CREDIT-
chaser from potential loss. As noted above, thEUPPORTED AND ASSET-BACKED
first level of loss protection is provided by the COMMERCIAL PAPER PROGRAMS
difference between the face value of the receiv-
ables purchased and the discounted price paf@enerally, a single funding agreement that has
for them, known as a “holdback” or “overcol- no escape clause, such as a material-adverse-
lateralization.” In some cases, the terms of thehange clause that requires a bank to uncondi-
sale also give the SPE recourse back to thigonally provide funding to repay maturing com-
seller if there are defaults on the receivablesnercial paper when the need arises because of
The amount of overcollateralization and re-either credit or liquidity problems should be
course varies from pool to pool and depends, itreated as a direct credit substitute, or guarantee.
part, upon the quality of the receivables in theéThe risk-based capital guidelines specify that
pool and the desired credit rating for the papethe full amount of such obligations are to
to be issued. Usually, the level of credit protechbe converted to an on-balance-sheet credit-
tion provided by overcollateralization is speci-equivalent amount using a 100 percent conver-
fied in terms of some multiple of historical losssion factor. No part of these arrangements
experience for similar assets. should be considered commitments (either
In addition to overcollateralization and short-term or long-term) for risk-based capital
recourse, secondary credit enhancements apgirposes and assigned the conversion factor of a
also customarily provided. Secondary credicommitment. In the case of enhancements pro-
enhancements include letters of credit, suretyided by separate facilities, a 100 percent con-
bonds, or other backup facilities that obligate ersion factor should be assigned to a letter of
third party to purchase pools of receivables frongredit or any other form of credit guarantee
the SPE at a specified price. In addition to crediprovided by the bank. The accompanying liquid-
enhancements, the programs also generally haifg facility, on the other hand, should be treated
liquidity enhancements to ensure that the SPES a commitment and assigned a 50 percent
can meet maturing paper obligations. conversion factor if over one year in maturity
The rating agencies typically require anand a zero percent conversion factor if one year
SPE’s commercial paper to have seconda r less in maturity. One of the characteristics of
enhancements aggregating 100 percent of tHiguidity facilities is that such arrangements gen-
amount outstanding in order to receive the higherally have some reasonable asset-quality test
est credit rating. These enhancements are genéat must be met before funds are extended to
ally structured in one of two ways. In the first, athe SPE, to ensure that the bank is not providing
commercial bank enters into a single agreemefedit protection.
under which it is unconditionally obligated to
provide funding for all or any portion of matur-
ing commercial paper that an SPE cannot pa2190.1.4 BOARD OF DIRECTORS’
from other sources. The obligation to fund mayPOLICIES PERTAINING TO CREDIT-
be triggered by credit losses, a liquidity shortENHANCED OR ASSET-BACKED
fall, or both. In the second, two separate agred=OMMERCIAL PAPER
ments that jointly cover 100 percent of an SPE’s
outstanding commercial paper are established.A banking organization (i.e., a bank or bank
The first, typically an irrevocable letter of holding company) participating in an asset-
credit, is primarily intended to absorb creditbacked commercial paper program should
losses that exceed the first tier of credit enhanc&nsure that such participation is clearly and log-
ment for the commercial paper. The secon&pa”y integrated into its overall strategic objec-
arrangement is a “liquidity” facility that may or tives. Furthermore, the management should
may not provide credit support. This seconcnsure that the risks associated with the various
structure will often have a letter of credit equal-roles that the institution may play in such pro-
ling 10 to 15 percent of outstandings, with thegrams are fully understood and that safeguards
are in place to manage these risks properly.
BHC Supervision Manual June 1993 Appropriate policies, procedures, and con-
Page 2 trols should be established by a banking organi-
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zation prior to participating in asset-backedmanaging their risk exposure. A discussion o
commercial paper programs. Significant polithe size, effectiveness and risks associated wi
cies and procedures should be approved arilese programs should be included in the conf
reviewed periodically by the organization’sdential section of the examination/inspectior
board of directors. These policies and procereport if not appropriate for the open section.
dures should ensure that the organization foReference can be made to SR 92-11 as tt
lows prudent standards of credit assessment asdurce for this Manual section.

approval regardless of the role an institution

plays in an asset-backed commercial paper pro-

gram. Such policies and procedures would b

applicable to all pools of receivables to be pur-slgo'l'5 INSPECTION OBJECTIVES
chased by the SPE as well as the extension of . . .
any credit enhancements and liquidity facilities, L+ 10 determine whether the banking organi
Procedures should include an initial, thorougﬁat'(.m. ("e." a.bank or bank holding company]
credit assessment of each pool for which it haff@rticipating in an asset-backed commercia
assumed credit risk, followed by periodic credi@P€r Program has included such participatio
reviews to monitor performance throughout thd" /S overall strategic objectives.

life of the exposure. Furthermore, the policies 2: 10 determine whether management fully
and procedures should outline the crediPnderStandS. the risks qssomated with th
approval process and establish “in-house”'”VO'Veme“t in such cr_edlt enhancement ant
exposure limits, on a consolidated basis, wittRSSet-packed commercial paper programs ar
respect to particular industries or organizationg/hether appropriate safeguards are in place |
i.e., companies from which the SPE purchaseeroperly manage those risks. . -
the receivables as well as the receivable obli- 3- TO @scertain that the appropriate policies
gors themselves. Controls should include wellProcedures, and controls have been establish

developed management information systemdY the banking organization prior to participat-
and monitoring procedures. ing in asset-backed commercial paper program:

Institutions should analyze the receivables 4. To verify whether existing managerial and

pools underlying the commercial paper as welteérnal controls include well-developed man-
as the structure of the arrangement agement information systems and monitoring

This analysis should include a review of; ~ Procedures. . .
1. The characteristics, credit quality, and 2 10 determine whether the banking organi
expected performance' of the unde}lyin ation has conducted a careful analysis of it:
receivables: unding capabilities to ensure that they it will be

2. The banking organization’s ability to meetable to meet its obligations under all foreseeabl

its obligations under the securitization arrangeS"cumstances.

ment; and

3. The ability of the other participants in the
arrangement to meet their obligations. 2190.1.6 INSPECTION PROCEDURES

Banking organizations providing credit
enhancements and liquidity facilities should 1. Review the Board of Directors or Execu-
conduct a careful analysis of their funding capative Committee minutes and establish whethe
bilities to ensure that they will be able to meethe significant policies and procedures for credi
their obligations under all foreseeable circumenhanced or asset-backed commercial pap
stances. The analysis should include a detern¥rave been approved and reviewed periodicall
nation of the impact that fulfillment of these py the organization’s board of directors.
obligations would have on their interestrate risk © 5. Determine whether the policies are
exposure, asset quality, liquidity position, anchperative and that institutions are adequatel
capital adequacy. managing their risk exposure.

Examiners should review carefully the asset- b. Determine whether the policies and pro-
backed commercial paper facilities provided bytedures are applicable to all pools of receivable
banking organizations to ensure that they argy pe purchased by the special purpose entit
applying, for risk-based capital purposes, theSpg) as well as the extension of any credi
proper conversion factors to their obligationsenhancements and liquidity facilities.

supporting asset-backed commercial paper pro- 2. Determine if the organization follows pru-
grams. In addition, examiners should determine

whether the previously discussed policies argHC Supervision Manual June 1993
operative and that institutions are adequately Page 3
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dent standards of credit assessment and (3) The ability of the other participants
approval. in the arrangement to meet their obligations?

a. Ascertain whether the procedures 3. Review the organization’s funding obliga-
include an initial, thorough credit assessment afions and commitments, and determine whether
each pool for which it had assumed credit riskthere is sufficient liquidity to satisfy those fund-
followed by periodic credit reviews to monitor ing requirements. Include a determination of the
performance throughout the life of the exposureémpact that fulfilment of these obligations

b. Determine if the policies and proce-would have on their interest rate risk exposure,
dures outline the credit approval process andsset quality, liquidity position, and capital
establish “in-house” exposure limits, on a con-adequacy.
solidated basis, with respect to particular indus- 4. Review carefully the asset-backed com-
tries or organizations, i.e., companies frommercial paper facilities to ensure that they are
which the SPE purchased the receivables applying, for risk-based capital purposes, the
well as the receivable obligors themselves. proper conversion factors to their obligations

c. Determine whether the organizationsupporting asset-backed commercial paper
analyzes the receivables pools underlying thprograms.
commercial paper as well as the structure of the 5. Include in the inspection report, a discus-
arrangement. Does the analysis include a reviesion of the size, effectiveness and risks associ-
of: ated with these programs in the confidential

(1) The characteristics, credit quality, section of the inspection report if not appropri-
and expected performance of the underlyingte for the open section.
receivables;
(2) The ability of the banking organiza-
tion to meet its obligations under the securitiza-
tion arrangement; and

BHC Supervision Manual June 1993
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